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Federal Taxes on Income and Profits 


By Rosert H. 


If Lewis Carroll were alive I 
would ask him to write another 
“Alice in Wonderland.” I could 
supply sufficient incongruous and 
grotesque incidents dealing with the 
federal taxation of income and prof- 
its to fill a book—and a very funny 
book it would be. 

We could start with the so-called 
income tax of 1909. It was admin- 
istered and collected as an income 
tax, but it was not an income tax 
law at all. It was an excise tax of 
1 per cent. imposed on the net in- 
come contained in current cash 
receipts. The ordinary layman 
might say: “What is funny about 
that ?” but it is funny. Back in 1909 
the public accountants took it very 
seriously and opposed the law on the 
ground that it could not be admin- 
istered. The accountants were 
scolded by the Attorney General, the 
law was passed and forgotten. 
Regulations were drawn which 
ignored the cash receipts and pay- 
ments provisions and imposed the 
tax on ordinary net income under 
the accrual system of accounting. 

The joke was that the account- 
ants started a fight in 1909 which 
rages unabated to this day. The 


MONTGOMERY 


fight is to have a simple income tax 
law. In their stubborn honest way, 
the accountants lose sight of the 
fact that in the silly incomprehen- 
sible laws started in 1909 and still 
on the statute books, are nuggets of 
the purest gold. Between 1909 and 
1917 it didn’t make much difference. 
The rates were so low that the dif- 
ferences between taxpayers and the 
government were hardly worth 
fighting about. 

It was during those years that, 
rather accidentally, I was forced 
into a study of federal tax laws. I 
was Chairman of the Federal Legis- 
lation Committee of the American 
Association of Public Accountants 
and was actively engaged in Wash- 
ington when the 1913 law was in 
the making. I appeared several 
times before the Ways and Means 
Committee, particularly in connec- 
tion with the fiscal year question. 
The 1909 law required returns for 
calendar years and many clients 
changed from natural fiscal years 
to unnatural ones. In order to stem 
the tide we worked hard to provide 
for optional closings and finally suc- 
ceeded. In 1913 I became ac- 
quainted with Cordell Hull, then 
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an active member of the Ways and 
Means Committee of the House. 
Our relations were close and pleas- 
ant as he was intelligent and reason- 
able. 

After Mr. Hull was elected to the 
Senate he was equally approachable 
and on several occasions was defi- 
nitely helpful in connection with 
pending income tax legislation. It 
is my recollection that when the 
House voted to charge 6% on addi- 
tional assessments and proposed to 
allow taxpayers 3% on refunds, I 
pointed out to Senator Hull how 
grossly unfair such a provision 
would be. I explained that in many 
cases an additional assessment one 
year was entirely offset by a refund 
in another year, occasioned by a 
mere shifting of income or deduc- 
tions from one year to another. The 
Senator wrote me that he under- 
stood the unfairness and as the pro- 
posal was not enacted into law I 
think he may be entitled to the credit. 
The Senate, however, does not orig- 
inate tax bills so that his influence 
was not the same as when he was on 
the Ways and Means Committee in 
the House. Since he has been ap- 
pointed Secretary of State, I have, 
of course, not taken up any tax 
matters with him but I shall never 
forget that during his long service 
in the House and Senate he was 
willing at all times to discuss the 
merits of any change in the income 
tax law and was always willing to 
listen to my story. 

Alice would have liked the excess 


and war profits tax. Many of the 
silly provisions of our federal tax 
laws have arisen because of the jeal- 
ousy between the House and the 
Senate. The House has never 
written a bill which pleased the 
Senate. In fighting out their differ- 
ences, they try to graft apples on 
peach trees and produce lemons. I 
remember one famous section in the 
1918 law. About that time I was 
writing a book and I attempted to 
explain the law. A lot of it didn’t 
make sense but could be explained 
by the context, but that one section 
couldn’t. In desperation as the 
printer was yelling for copy, I went 
to Washington and consulted Doc- 
tor Adams, of Yale, who was acting 
as an adviser to the Treasury. He 
finally said, ““Your problem is insol- 
uble.” It seemed that, when the 
Senate struck out most of the House 
bill and superimposed one of its own, 
that one section was forgotten, so 
it stuck and just didn’t mean any- 
thing. 

One of our favorite playthings, 
and one which would have pleased 
Alice, was the distinction between 
admissible and inadmissible assets 
in computing invested capital. With 
our minds still hazy over general 
distinctions we were confronted 
with the necessity of doing some- 
thing with inadmissible assets which 
were deemed to be admissible, and 
this was a very different thing from 
inadmissible assets which were not 
deemed to be inadmissible. 

When I was secretary of the War 
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Policies Commission I drafted a 
war profits bill which would take 
the profits out of war. It was so 
simple that any one of our clients 
could understand it. When I say 
that I say a mouthful! Compare it 
with the 100 page monstrosity in- 
troduced at the latest session of Con- 
gress. On second thought, don’t 
bother. My draft had a decent bur- 
ial. Let it remain in the obsolete 
files division of the War Depart- 
ment. 

Well, we tried to be helpful in all 
laws down to date. Take the 1936 
and 1938 laws (whether you like it 
or not, take them!). Who could be- 
lieve that corporations would be 
compelled to pay a tax on undistrib- 
uted profits when they had no prof- 
its, and when told that you can es- 
cape the undistributed profits tax by 
paying out all your profits in divi- 
dends, you find that the dividends 
you pay are not taxable to recipients 
because out of capital, so you must 
pay the undistributed profits tax on 
your profits although you paid them 
all out in dividends. 

And Alice would become very sad 
and would say: “How you boys 
must have suffered from 1913 to 
1938. Did you lose all your money 
in fighting those obnoxious taxes 
and in trying to simplify the tax 
structure?” Wouldn’t the account- 
ants’ faces have been red when they 
were compelled to say to Alice that 
the worse the laws became, the more 
money the accountants made, be- 


cause no one understood the laws, 
but the accountants talked more 
about them than the lawyers, so the 
poor taxpayers who knew less than 
nothing were compelled to hire the 
accountants or the taxpayers would 
have had nothing left to pay the law- 
yers to keep them out of jail. 

And then Alice would ask: “But 
why didn’t some smart person sug- 
gest that the law merely require all 
corporations and other business en- 
tities to pay taxes on the net income 
shown by their books, and approved 
by certified public accountants?” 
And the answer would be “Con- 
gress does not work that way. If 
it isn’t complicated, it must be 
wrong.” 

As a matter of fact such a law 
would work. But we need not be 
scared. True, it would reduce our 
tax practice 90% but we can expect 
more rather than less complications. 
Congress will not be guided by any 
rule of reason, and particularly will 
not be guided by accountants. 

We can look forward with con- 
fidence, high hopes and undimin- 
ished personal incomes to the 1939 
Federal Revenue Act. As usual the 
House will do one thing, the Senate 
another, the Treasury will make 
some good suggestions which will 
not be adopted, the President will 
attempt to raise the rates on undis- 
tributed profits and capital gains, 
and it will all work out just as Alice 
knows it will. 


NEw York, N. Y. 
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Accounting Aspects of the Automobile 
Industry 


By Donap M. RussELL 


The history of the automobile in- 
dustry in the United States, since 
its beginning in the closing years of 
the nineteenth century, has been one 
of amazing development. In its in- 
fancy the industry produced few 
automobiles, and only the wealthy 
could afford to own them. By 1910 
the number of producers had in- 
creased considerably and in that year 
they produced about 125,000 cars. 
Ten years later the number of units 
manufactured, including trucks, had 
increased to 2,250,000 and the ag- 
gregate number of motor vehicles 
produced in the United States and 
Canada had reached almost 14,500,- 
000. The all-time peak of produc- 
tion occurred in 1929 when more 
than 5,600,000 units (4,800,000 
passenger and 800,000 commercial 
vehicles) were produced in the 
United States and Canada; the cor- 
responding figures for 1937 were 
5,000,000 units (4,050,000 passen- 
ger and 950,000 commercial 
vehicles). 

Concentration is an outstanding 
characteristic of the industry, both 
as to location of plants and domina- 
tion of management. In contrast 
with the growth in the number of 
cars manufactured there has been a 
striking decrease in number of 


manufacturers. In 1924, the De- 
partment of Commerce reports, 
there were 99 companies engaged in 
making passenger cars. In 1937 
the number had dwindled to 24.. The 
“Big Three,’ together with rela- 
tively few independents, comprise 
the entire field of passenger car 
manufacturers today. There is, 
however, a larger number of inde- 
pendent truck manufacturing com- 
panies. 


Mass Production 


Although, at first, motor vehicles 
were a luxury, the very nature of the 
product soon brought tremendous 
public appeal in consequence of 
which some of the best engineering, 
manufacturing, merchandising, or- 
ganizing and financial brains were 
drawn into the industry. The re- 
sult was mass production on a scale 
and under economical methods never 
before contemplated. This devel- 
opment of production methods, to- 
gether with widespread adoption of 
instalment financing, enabled the 
companies to market their products 
at prices and under terms within the 
reach of almost every wage earner. 

Early in the history of the in- 
dustry the policy of selling motor 
vehicles on sight drafts, with bills- 
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of-lading attached, was adopted for 
domestic shipments. In the export 
trade, sales are usually made on 
drafts against previously estab- 
lished letters of credit. A few manu- 
facturers at first resorted to distri- 
bution through selling branches lo- 
cated in the populous centers, but 
before the 1929 depression, sales 
were being made almost exclusively 
through independent distributor- 
dealer organizations. Credit cor- 
porations furnish the necessary 
dealers’ and consumers’ financing 
and the manufacturers are thus re- 
lieved of the necessity of financing 
and accounting for the ultimate dis- 
tribution of their products. 

The magnitude of the transac- 
tions that each company must handle 
has naturally influenced the account- 
ing practices followed. Hence, the 
manufacturers have been compelled 
to develop and use standards of per- 
formance and standards of cost; 
more so, perhaps, than in any other 
industry. There are, however, very 
few accounting procedures which 
differ substantially, or in principle, 
from those in common use by all 
large manufacturers in other indus- 
tries organized for mass produc- 
tion. 


Car Costs 


Specification cost rather than job 
cost is the generally adopted method 
of costing the product. A car-cost 
summary for each model is assem- 
bled before production is started, 
based on contracts for the purchase 


of parts, on experience and on en- 
gineering estimates for all opera- 
tions. As production proceeds, 
these costs are assembled again, as 
soon as possible, and from time to 
time thereafter they are modified 
for changes in design and corrected 
for changes in wages and material 
costs. Such standard costs have 
proven satisfactory and reliable be- 
cause the underlying manufacturing 
operations have been standardized. 


Minute-Costs 


The basic tool of wage control is 
the time study, applied to each di- 
rect labor operation. Variances are 
expressed in terms of minute-costs, 
i.e., total minutes of direct labor 
are divided by the number of units 
produced to determine actual 
minutes per unit and the results are 
compared with the standard minutes 
allowed. 


Obsolescence of Machinery 


The automobile manufacturers 
have been in the forefront in the 
development of automatic machin- 
ery, and are recognized leaders in 
such matters as continuous material 
flow, production control, stores- 
keeping, factory budgeting and 
wage plans. The enterprise which 
characterizes automobile manufac- 
turers is also responsible for one of 
the industry’s accounting problems, 
namely, the obsolescence factor of 
machinery and equipment. Man- 
agement thinks little of discarding 
relatively new, expensive machines 
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in favor of newer, more economical 
models before the costs of the first 
machines have been completely re- 
couped through periodic deprecia- 
tion charges. Because of this, the 
wise manufacturer aims to make lib- 
eral provision for depreciation. 


Wage Plans 


Even before 1937, when labor un- 
rest resulted in the abandonment 
of piece-work and wage incentive 
plans in other industries, automobile 
manufacturers had returned to the 
day-work method. Management 
has found that production incentives 
did not need to be built into the pay- 
roll procedure. The same results 
have been achieved with vastly less 
bookkeeping by means of time stud- 
ies, analyses of each job, placing 
responsibility on the group leaders, 
and the education of group leaders, 
foremen and department heads by 
furnishing them with daily (and in 
some instances hourly) production 
reports. 

Serious study has been given in 
the industry, particularly since 1935, 
to “annual-wage” plans and to other 
devices to stabilize employment and 
employee income. An _ outright 
guaranty of an annual wage appears 
impossible in an industry whose out- 
put dropped from 5,600,000 cars in 
1929 to only 1,430,000 cars in 1932. 
The new plan announced recently 
by General Motors Corporation, 
whereby employees meeting certain 
length of service requirements may 
obtain advances to bring their part- 


time hourly pay up to a specified 
standard (less than full-time), re- 
paying such advances out of subse- 
quent earnings in excess of the speci- 
fied standard, represents a distinct 
contribution to the cause of stable 
employee-income and thus to stable 
business conditions. 


Tools, Dies, etc. 


An important accounting prob- 
lem arises from the trade’s demand 
for frequent changes in styling and 
the practice of bringing out new 
models annually. Each new model 
may not require major engine or 
chassis changes, but changes in body 
styles, and even in radiators and 
louvers, involve enormous expendi- 
tures for dies, fixtures and special 
tools. 

Frequently such expenditures 
must be recovered entirely from the 
proceeds of a single model, although 
the tool equipment may be rebuilt 
or adapted for several models. The 
industry has not yet agreed as to the 
proper accounting treatment to be 
accorded such costs, but generally 
speaking, all companies follow the 
practice of spreading the total cost 
over the production receiving the 
benefit. The most popular, and cer- 
tainly the preferable, method is to 
allocate the total cost pertaining to a 
model on unit basis over the period 
of quantity production. The pos- 


sible physical life of this type of 
equipment is a minor consideration 
and the probable economic life the 
major and vital consideration in de- 
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termining the amounts to be ex- 
pensed. 


Overhead During 
Period 


The annual change of models re- 
quires a rather lengthy period for 
“tooling-up” during which produc- 
tion is at a standstill, all effort being 
directed toward installing new dies, 
machines, procedures and routines. 
The period may vary from one to 
three months, depending upon the 
extent of the changes, engineering 
difficulties, etc. In one case the 
change-over from an old to a new 
model forced the manufacturer to 
halt production for over a year. 
Some companies charge off the over- 
head expense during this “tooling- 
up” period in the months in which 
it is incurred and others defer these 
expenses on the theory that they con- 
stitute development costs and amor- 
tize them during the remainder of 
the model period, usually on a per 
car basis. 


“Tooling-Up” 


Natural Business Year 


The “tooling-up” period marks 
the end of the natural business year 
in the automobile industry. At the 
beginning of this period the inven- 
tories for the previous models have 
been either exhausted or reduced 
to a minimum, and the materials for 
the new models have not been re- 
ceived at the plants. At that time 
the current assets are more liquid, 
and the liabilities are at a minimum. 
The calendars for the scheduling 





of production activities and for de- 
termining the “tooling-up’’ period 
are computed backwards from the 
dates of the New York automobile 
shows at which the new models are 
first exhibited to the public. In 1935 
and prior these shows were held dur- 
ing January. Acting on the sugges- 
tion of President Roosevelt the show 
for the 1936 models was advanced 
approximately two months to the 
first week in November, 1935, and 
subsequent shows have been held 
about that time each year. This 
change has advanced the “‘tooling- 
up” periods to August and Septem- 
ber so that September 30th is now 
indicated as the best terminal date 
for fiscal years in this industry. 
Under these circumstances it 
seems strange that only one producer 
in the industry has adopted Septem- 
ber 30th as the end of its fiscal year, 
and that company made the change 
during the year 1937. It may be 
that other companies will soon fol- 
low the lead. One reason frequently 
given for the failure to adopt Sep- 
tember 30th as the close of the fiscal 
year is that the manufacturers prefer 
to test the permanency of the ad- 
vanced dates for the automobile 
shows before making the change. 


Inventory Turnover 


Because of the extent to which 
automobile manufacturers have de- 
veloped the plan of continuous ma- 
terial flow and because of their 
highly efficient methods of produc- 
(Concluded on page 36) 
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Cost Accounting Problems in the 


Canning Industry 


By GeorGE R. KEAsT 


The art of preserving foodstuffs 
in air-tight containers is of commer- 
cial origin, and it dates back to the 
beginning of the nineteenth century. 
Even as early as the Civil War days 
it had reached relatively substantial 
proportions as an industry, and to- 
day it has an annual output the value 
of which is rapidly approaching the 
billion dollar mark. The canning 
or packing industry now processes 
nearly all kinds of foodstuffs, in- 
cluding fruits, vegetables, seafoods, 
meats, and many specialties. Al- 
though the various branches of the 
industry have numerous features in 
common, it is intended here to con- 
fine the observations largely to the 
canning of fruits and vegetables. 


Importance of Uniform Methods 
of Cost Determination 


Today there are many hundred 
private enterprises engaged in the 
canning of fruits and vegetables, 
and the character of their operations 
ranges from modified forms of 
home canning to the large scale 
operations in multiple line canning 
factories. These private enter- 
prises are spread throughout most 
of the 48 states and the territory of 
Hawaii, although the greatest con- 
centration of volume and large scale 


operations will be found in the State 
of California. In the main, the can- 
ning business is keenly competitive, 
not only in the distribution of fin- 
ished goods in the markets of the 
world, but also in the purchase of 
raw products for processing. 

Being closely allied to the agri- 
cultural industry, the canning indus- 
try shares the doubtful distinction 
of resisting the normal economic 
elimination of unprofitable units or 
excess facilities, but without agri- 
culture’s dubious benefit of subsidy 
or concern by the government. Al- 
though its products are staple goods, 
the canning industry has had a 
checkered financial career, and har- 
mony and stability have been con- 
spicuous by their absence. As a class, 
canners are highly individualistic, 
a characteristic which militates 
against cooperation. The adoption 
generally of uniform methods of 
cost determination would tend to 
have a stabilizing influence. 

Cost accounting in the canning in- 
dustry, as in most industries, serves 
two distinct purposes; namely, the 
determination of costs and the prep- 
aration of cost estimates. The first 


phase covers the assembly of costs 
upon which the operating statements 
are based, and also provides the man- 
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agement with data for the control 
of operations. 

The second phase deals with the 
preparation of preliminary cost esti- 
mates for the purpose of guiding the 
management in the formulation of 
its policies with respect to the prices 
at which canned goods are to be of- 
fered for sale. It has long been the 
custom in the canning industry to 
establish sales prices and accept sales 
orders before commencement of 
packing operations ; consequently, it 
is necessary to forecast costs. Not 
only should these forecasts be reli- 
able, but from the standpoint of in- 
telligent and healthy competition 
they should be drawn up in a sub- 
stantially uniform manner by all can- 
ners. 

Inasmuch as nearly all elements 
of cost in the canning industry are 
to a greater or lesser degree joint 
costs for all sizes and grades, and to 
some extent for all commodities, it 
is obvious that unless there is sub- 
stantial uniformity in all essentials, 
wide variations of purely artificial 
nature are inevitable. Consequently 
in the absence of uniformity, ref- 
erence to costs in connection with 
sales policies becomes largely a fu- 
tile gesture, for rarely is one canner 
uniformly high or low, but instead 
certain items are above while others 
are below the average of the indus- 
try as a whole. Experience has 


shown that the assertedly low cost 
items of the various canners serve 
to depress general market levels. 


Uniform cost accounting meth- 
ods should prove useful in the 
presentation of properly accredited 
cost data in the course of concerted 
negotiations with growers. Hereto- 
fore, acceptable data have not been 
available and consequently the es- 
tablishment of the purchase price of 
raw product has been mostly a mat- 
ter of blind bargaining. It is not 
meant to imply that uniform cost 
methods alone can remedy the situa- 
tion, but a knowledge of costs anda 
convincing presentation should go a 
long way toward bringing about in- 
telligently conceived and equitable 
arrangements. Over a period of 
time the canner is entitled to a rea- 
sonable profit, but at the same time 
there should be no excessive profits 
at the expense of the growers or con- 
sumers. 

For some years past, the Univer- 
sity of California has been conduct- 
ing some extremely helpful studies 
of marketing conditions of certain 
leading commodities produced in the 
State of California. From the re- 
sults of these studies, it is now pos- 
sible to determine within certain 
fairly well defined limits the quan- 
tity of canned goods which should 
be packed in order to maintain a 
well-balanced market. In the main, 
this has indicated the level which 
will yield the highest return to the 
grower. If these studies are prop- 
erly coordinated with reliable data 
regarding processing costs, nor- 
mally it will be possible to determine 
raw product prices which will serve 
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the best interests of both the canner 
and the grower. 

Reliable cost data should also con- 
tribute much to an intelligent ap- 
proach to, and a mutually satisfac- 
tory solution of, labor problems. 
The industry is vulnerable in that 
raw product must be harvested and 
canned within a relatively brief sea- 
son and any delay awaiting settle- 
ment of controversies would mean 
serious losses to both growers and 
canners. Consequently it behooves 
the industry to establish a procedure 
for the development of costs which 
are unassailable, and which will in- 
dicate limitations beyond which la- 
bor demands are unreasonable. 

As a vehicle for the stabilization 
of conditions in the distribution 
market, the determination of equi- 
table prices of raw materials, and the 
promotion of amicable labor rela- 
tions, a uniform method for cost 
determination seems well nigh in- 
dispensable to the welfare of the in- 
dustry. 

As a constructive step in this di- 
rection, the trade associations in Cal- 
ifornia some time ago embarked 
upon a program designed to pro- 
mote uniformity in the methods of 
cost determination among their 
members and other California can- 
ners. Late in 1937 under the stress 
of an emergency arising out of over- 
production of peaches, a large num- 
ber of California canners united in 
a program, the objective of which is 
to encourage stabilization primarily 


through adequate and dependable in- 
formation concerning costs. 


Cost Problems Peculiar to the Can- 
ning Industry 


Present day canning requires uni- 
formity of product and careful selec- 
tion or grading as to texture, color, 
size, etc. Moreover, the consumer 
demands that the various grades be 
available in a range of can sizes. 
Consequently, certain fruits are 
now produced in as many as twenty 
different sizes and grades for each 
style of pack. Thus we find that 
clingstone peaches, with two prin- 
cipal styles of pack (halves and 
sliced), are obtainable in an assort- 
ment of some forty different sizes 
and grades; and apricots, with four 
principal styles of pack (halves-un- 
peeled, halves-peeled, whole-un- 
peeled, and whole-peeled) , are turned 
out in sixty to eighty different sizes 
and grades. Asparagus runs in 
excess of one hundred separate and 
distinct items. Such a multiplicity 
of sizes and grades within commodi- 
ties should convey some idea of the 
complex nature of the cost account- 
ing problem. 

The cost of raw product and 
many other elements of cost which 
are not directly apportionable to 
sizes and grades must be apportioned 
on some appropriate basis. In fact, 
except for cans, there are very few 
items of cost which are assignable 
directly to specific sizes or grades, 
so that for the most part some pre- 
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determined or arbitrary bases of ap- 
portionment must be resorted to. 

A further complicating factor in 
this problem of joint costs is the fact 
that in many canneries a number of 
commodities are processed, some of 
them simultaneously. Therefore, 
while this problem of apportioning 
joint costs is not altogether unique, 
it is doubtful whether it will be 
found on such an extensive scale in 
most other industries. 

It may readily be seen that in the 
absence of uniform methods as be- 
tween canneries the selective loading 
or lightening of joint costs assessed 
to the individual items of pack will 
produce undue differences in cost. 

Perhaps the most troublesome ele- 
ment of cost from an accounting 
standpoint is that of raw product. 
The first problem concerns the ap- 
plication of the cost of the incoming 
ungraded raw product to the result- 
ing grades of canned goods, since 
most varieties of fruits and vege- 
tables are packed in a number of 
grades. If the cost of raw product, 
which is almost invariably pur- 
chased at a flat price per ton, were 
distributed without discrimination, 
the higher grades would benefit at 
the expense of the lower grades. For 
all practical purposes, the resulting 
loss in the lower grades, insofar as 
it may be attributable to the raw 
product cost allocated thereto, would 
properly constitute an additional cost 
of the higher grades. In other 
words, if it is necessary to pack a 
full line of grades, the loss on the 


lower grades rightfully constitutes 
an additional cost of the higher 
grades. On the other hand, if the 
lower grades are not essential to the 
business, prudent management 
would logically discontinue the un- 
profitable lines, in which event the 
higher grades would be chargeable 
with the entire cost of raw product. 
In the final analysis, therefore, the 
higher grades are in effect forced to 
carry some or all of the cost of sub- 
standard raw product. Therefore, 
the cost of raw product should be 
distributed over the several grades 
on some equitable basis so that the 
higher grades will bear a higher unit 
cost than the lower grades. 

Broadly speaking, the cost of un- 
graded raw product should be ap- 
portioned to the resulting grades of 
canned goods on a sliding scale ap- 
proximating the price range which 
would exist if it were possible to 
buy perfectly graded raw product 
and pack it accordingly. Under such 
conditions the free play of economic 
forces would determine the prices of 
the various grades, which over a 
period of time would be at levels 
which would yield a profit, although 
not necessarily a uniform rate of 
profit for all grades. In other words, 
the price which raw product may 
command over a period of time will 
be governed largely by the profit fac- 
tor. Therefore, the economic values 
of the various grades of raw prod- 
uct may be deduced from the mar- 
gins between selling prices and total 
costs of canned goods. The costs 
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should represent a fair apportion- 
ment of the total cost of doing busi- 
ness exclusive, however, of any pro- 
vision for raw product cost in order 
that the margins will represent the 
spread available for raw product 
cost as well as profit for each of the 
grades. 

In the absence of reliable detailed 
statistics for the industry as a whole, 
and by reason of various influences 
such as unbalanced production, pe- 
culiar types of outlets, distress sell- 
ing, and other individual character- 
istics of the business of any single 
packer, a differentiation in grades 
is as yet not altogether susceptible 
of precise determination along sci- 
entific lines. Therefore, it is neces- 
sary to resort to an arbitrary reck- 
cning of the experience of the 
industry. 

Grade differentials, frequently 
known as ratios of values, are noth- 
ing more than schedules showing rel- 
ative values. Their purpose is to 
make each grade share the raw prod- 
uct cost roughly in proportion to its 
“ability to bear.” 

In addition to the determination 
of the costs assignable to the various 
grades, it is necessary to calculate 
the weight of raw product required 
for the various can sizes. The fact 


that the incoming raw product can- 
not be identified except as a whole 
with the resulting canned product 
by sizes and grades, or with the spe- 
cialty products to which raw prod- 
uct may have been diverted presents 
further difficulties. It is not possible 


to determine accurately the quan- 
tity of raw product required for any 
specific size or grade. That is to 
say, the loss in weight through cut- 
ting, peeling, pitting, stemming, cor- 
ing, trimming, slicing, dicing, evap- 
oration, culls, waste, or other shrink- 
age cannot be followed through ex- 
actly and assigned to the prepared 
weights of any size or grade. 
Therefore, it is necessary to establish 
a schedule of factors which will re- 
flect the relationships by means of 
which the raw product contents of 
the cans for the several styles of 
pack within each commodity may be 
computed on a uniform basis. The 
initial step requires the determina- 
tion of the filling weights of the 
various sizes and styles of pack of 
each commodity. The second step 
requires a determination of the vari- 
ations in the preparation losses in the 
several styles of pack of each com- 
modity. In other words, it is neces- 
sary to establish a table of modifying 
factors to convert the filling weights 
of all styles of pack within each com- 
modity to a uniform basis. 

These brief comments are indica- 
tive of the general method of ap- 
proach to all elements of cost. The 
cost problems are quite involved, and 
this perhaps has been one of the bar- 
riers to a solution of the problem of 
stabilization of an industry which 
has been in existence for such a long 
time, and which in other matters has 
made such notable progress. 


SAN FRANCISCO, CALIF. 
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Certain Accounting Practices 
in the 
Nonferrous Metal Industry 


By Norman J. LENHART 


It sometimes happens that ac- 
counting practices which may have 
had their origin in their apparent 
suitability for certain industries are 
in fact applicable to many others. 


Inventory Methods 


An example in point is the nor- 
mal or base stock method of inven- 
tory valuation. Under this method 
that part of its inventory which a 
concern considers it must carry at 
all times under expected operating 
conditions is valued at low prices, 
usually unchanged from year to 
year, and usually substantially less 
than the prices used at the same date 
in valuing identical material in 
excess of the so-called normal or 
base stock. 

For some years, smelting and 
refining companies, as well as cer- 
tain other producers, processors or 
manufacturers of so-called basic 
raw materials, have made more or 
less use of the normal or base stock 
method of inventory valuation. It 
is considered applicable to smelting 
and refining companies for the fol- 
lowing reasons: 

1. The processes are slow and inven- 


tory amounts are large in rela- 
tion to other asset amounts. 


2. The costs of smelting and refining 


represent a relatively small per- 
centage of the market values of 
the metals processed so that the 
fluctuations in the market prices 
of metals have a more impor- 
tant relative effect upon operat- 
ing results than have the fluctua- 
tions of raw material prices in 
many other industries. 

3. Whereas in some industries fluc- 
tuations in prices of raw ma- 
terials may not be immediately 
reflected in corresponding 
changes in selling prices, in the 
case of smelters and refiners, 
purchases and sales of metal con- 
tracts are generally made upon 
the basis of the same market 
quotations. 

4. Unless and until operations close 
or are curtailed to a point where 
inventory quantities are less 
than the theoretical normal or 
base stock, the continuous main- 
tenance, as hedges, of future 
sales on metal exchanges would 
prove expensive and be of little 
practicable benefit insofar as 
such normal or base stock quan- 
tities are concerned. It is prob- 
able that most smelters and re- 
fineries now operating have at 
no time throughout their his- 
tories completely suspended 
operations. It should be noted 
that whereas companies in cer- 
tain other industries could prob- 
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ably complete the manufacture 
of most of their raw materials, 
without excessive cost, if a shut- 
down were contemplated, in the 
case of smelters and refiners 
there exists a basic quantity of 
metal which cannot be recov- 
ered except at excessive cost if 
the plants were to be closed 
down. The profitable produc- 
tion of refined metals is fre- 
quently dependent upon the 
proper mixing or blending of dif- 
ferent kinds of raw materials, all 
of which necessary components 
may not be immediately avail- 
able or readily procurable for 
an economical recovery of the 
metals in an inventory of raw 
materials in the event of a pros- 
pective shut-down. 


The normal or base stock method 
of inventory valuation seems to be 
gaining in use and recognition but 
as yet it cannot definitely be called 
a generally accepted method. 

What may be considered the most 
often used method of inventory 
valuation, and one accepted by the 
Treasury Department for income 
tax purposes, is the lower of cost or 
market computed on a first-in, first- 
out basis. The use of the first-in, 
first-out basis may result in the 
determination of profits which are 
immediately reinvested in perhaps 
the same quantity of inventory as 
has been previously carried, but at 
higher prices. When a drop in 
prices ultimately arrives, it may be 
that all of the profits apparently 
realized and then reinvested in 
higher priced inventories are lost 
within a very short time. In most 


instances, the use of first-in, first- 
out exaggerates both the recorded 
profits in a period of rising prices 
and the recorded losses in a period 
of falling prices. 

The normal or base stock method 
of inventory valuation is an attempt 
to minimize or avoid a substantial 
part of these exaggerations in profits 
and losses due to price fluctuations. 
Another method which has been 
the subject of considerable discus- 
sion during the last few years is the 
last-in, first-out method of costing 
sales and valuing the inventory at 
any date. The reasons usually ad- 
vanced for the use of this method 
by smelting and refining companies 
are about the same as those advanced 
for the base or normal stock method 
except that, to a large degree, a lack 
of futures markets for hedging 
operations (a reason often advanced 
in support of the last-in, first-out 
method) does not exist. Although 
the last-in, first-out method to a 
degree accomplishes the desired p:r- 
pose, it nevertheless does not pro- 
tect a company against price de- 
clines below the inventory valua- 
tions of the earlier stock on hand. 

Even those who have made use 
of the base or normal stock method 
have sometimes found that prices 
which may have been once deter- 
mined as permanent for base or 
normal stock quantities have proved 
quite excessive in the light of sub- 
sequent developments. Conse- 
quently, it may be contended that 
the principle of cost (on whatever 
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basis determined ) or market, which- 
ever is lower, still should be retained 
by smelters and refiners as a method 
of inventory valuation control, espe- 
cially with respect to quantities of 
metals against which firm sales 
orders do not exist. 

A much restricted use by non- 
ferrous metal smelters and refiners 
of the last-in, first-out inventory 
method for federal income tax pur- 
poses was granted for the first time 
in the Revenue Act of 1938. Under 
the present provisions, if this 
method is adopted, no effect can 
thereafter be given to market quo- 
tations if lower than cost. In other 
words, the present provisions per- 
mit the valuation by nonferrous 
metal smelters and refiners of cer- 
tain inventories at cost determined 
on the basis of last-in, first-out but 
not at the lower of market or cost 
so determined. 


Valuation of Inventories at Selling 
or Market Prices 


While nonferrous metal simelting 
and refining companies have made 
considerable use of what may be 
regarded as conservative inventory 
practices such as the base or normal 
stock method and the last-in, first- 
out method, there is considerable 
use by such companies (and also by 
nonferrous metal mining compa- 
nies) of valuation of inventories at 
market quotations or selling prices. 

There can scarcely be any criti- 
cism of the valuation of gold at 
market quotations. Normally, gold 


is the equivalent of money and its 
value is not subject to frequent fluc- 
tuation. In this respect an inven- 
tory of gold is unique. 

The case for silver is not as 
strong, unless the government of 
the country in which the enterprise 
is located is committed to accept all 
silver tendered. Even when such a 
condition does not exist, if the silver 
is merely a by-product recovered 
from ores primarily valuable for 
some other metal, there can prob- 
ably be little objection to the valua- 
tion of a small quantity at market. 
If, however, silver is of primary im- 
portance and the government is not 
committed to its purchase, objection 
may be made to such valuation on 
the ground that world silver prices 
do fluctuate and there may not be 
assurance of an immediate market 
for all silver which may be offered 
for sale. However, it is probable 
that next to gold, a better case can 
be made for the valuation of silver 
at market prices than any other 
metal. If silver is a primary metal 
and is carried in the balance sheet 
at market quotations, it would seem 
desirable to indicate cost paren- 
thetically. 

It should be noted that many min- 
ing companies have no facilities for 
smelting or refining their produc- 
tions and sell such productions to 
smelting and refining companies. 

During certain periods, usually 
when inventories remain at quanti- 
ties considered normal, sales of 
metals are made by smelting and re- 
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fining companies on the basis of the 
same price as has been applied to 
the metal contents of ore purchased 
in determining the price paid for 
such ore. Such ideal conditions, 
however, rarely exist and the intake 
and sales prices (as well as inven- 
tory quantities) fluctuate from time 
to time. Nevertheless, except in 
periods when large excess stocks are 
accumulated, there is usually no ma- 
terial difference between the intake 
base prices and the selling prices. 

One reason often advanced for 
the use of selling prices for smelt- 
ing and refining company inven- 
tories is that cancellation of a metal 
sales contract is almost unheard of, 
even in periods of severe declines 
in market quotations. While defer- 
ments of delivery dates for metals 
are sometimes made, complete can- 
cellations of contracts are extremely 
rare. 


Certain Features of Financial State- 
ments 


The method of presenting income 
accounts of smelting and refining 
companies varies. Two factors are 
involved in the income account of 
a smelting or refining company. 
The first is the ordinary operating 
income resulting from the smelting 
and refining of ores, concentrates, 
etc. The second relates to the fluc- 
tuations in the metal market between 
the time the metals are purchased in 
the form of ore or concentrates, and 
the time the refined metals are sold. 
As noted previously herein, the use 


of the normal or base stock or last- 
in, first-out inventory methods 
tends to minimize the effect of such 
market fluctuations by a low valua- 
tion for a substantial part of the 
inventory or by closely relating cur- 
rent cost prices to current sales 
prices. Whether a smelting com- 
pany’s sales are the actual sales of 
metals or the gross amount received 
for treatment is a debatable point. 
The ideal income account would 
probably show the gross amount 
received for smelting and refining 
operations and the cost thereof and, 
separately, the gross sales of metals 
and the cost or intake prices of such 
metals. However, such a separa- 
tion of factors is usually not made 
in the income accounts of smelting 
and refining companies. A compli- 
cating factor is that in many cases 
the smelting or refining company is 
also engaged in mining operations 
so that, in order to be completely 
informative, the income account 
should have a third major classifica- 
tion. Practical considerations usu- 
ally prevent such detailed classifica- 
tion. 

Payments by a smelting and re- 
fining company to a mining com- 
pany are made upon the basis of 
the current market quotations for 
the various metals contained in the 
mining company’s ores or concen- 
trates, less allowances for the treat- 
ment charges, smelting and refining 
profit, etc. The difference between 


the valuation at market quotations 
and the amount actually paid to the 
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mining company is usually described 
as the margin. A customary ac- 
counting procedure is to set up in 
the inventory records the above- 
mentioned valuation at current 
market quotations of the metal con- 
tent of ores or concentrates and to 
credit the difference between this 
amount and the amount actually 
paid to a margin account represent- 
ing, in effect, deferred income. For 
balance sheet purposes, the amount 
of the margin unearned is usually 
deducted from the inventory. 

Since most ores and concentrates 
delivered to a smelting company 
contain a number of metals, detailed 
metallurgical records must be main- 
tained in order that the efficiency of 
the smelter and refinery operations 
may be checked. It is not prac- 
ticable to take physical inventories 
of ore stocks at asmelter. A physi- 
cal inventory of metals in a refin- 
ery is not quite so difficult because 
of the more or less uniformly high 
metal content of bullion or other 
materials for refining. 


Depletion 


Many mining companies do not 
treat depletion as a cost of produc- 
tion but rather as a direct charge to 
income or surplus. Some compa- 
nies ignore any charge for depletion. 
Frequently depletion is computed 
upon units of metals sold. This 
practice has, no doubt, been fos- 
tered by United States income tax 
regulations which have permitted 
either percentage depletion or unit 


depletion determined by multiply- 
ing the unit amount for depletion 
by the number of units sold within 
the tax period. The practice of tak- 
ing depletion based upon units sold 
has no material bearing upon the 
income account unless the inventory 
cost, inclusive of depletion, exceeds 
the market price. If the cost of the 
inventory is or should be written 
down to market and there remains 
in the balance sheet a certain amount 
of property valuation applicable to 
mineral mined but unsold, it is obvi- 
ous that there is yet a further charge 
against income account or surplus 
with respect to depletion on such 
mined but unsold mineral. From a 
balance sheet standpoint, so long as 
a mining company’s inventories are 
carried at cost the usual effect of 
the omission of depletion upon pro- 
duction until sold is to carry an 
amount in the fixed asset section of 
the balance sheet which might 
properly be included in the current 
asset section. 

The problem of depletion in the 
case of mining companies may lead 
to many complications. The valua- 
tion of a mine depends upon a great 
number of factors, such as metal 
prices, labor costs, material and 
transportation costs, estimated metal 
content of the property, etc. The 
metal content of almost any mine is 
very difficult of determination with 
any degree of accuracy, with the 
result that depletion based upon the 
amount per unit of extraction can 
rarely be even approximately exact. 
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It sometimes develops that com- 
panies have amortized the book value 
of the properties owned long before 
such properties are exhausted. 
Some companies have adopted the 
system of making periodic revalua- 
tions of unmined ore. Some com- 
panies capitalize development expen- 
ditures and some do not. As a re- 
sult of these varying practices, the 
published statements of mining com- 
panies are particularly difficult of 
comparison. 

The United States revenue acts 
have provided that, for income tax 
purposes, depletion may be com- 
puted on the basis of a percentage 
of gross income with a limitation 
based on net income. This is not 
a particularly new idea, since in the 
past mining companies which have 
been unable to determine a reason- 


ably accurate unit depletion rate 
have sometimes created reserves 
against property costs by an annual 
allowance bearing some relation to 
the operating results. Such a pro- 
cedure is, of course, completely arbi- 
trary. While it would appear that 
almost any depletion allowance is 
bound from the very nature of the 
enterprise to be subject to a greater 
factor of inaccuracy than ordinary 
business computations, it would 
seem that determination of deple- 
tion as a percentage of income is 
perhaps the least desirable method 
for use in published financial state- 
ments. The use of net income as 
the basis for such a computation 
seems even less desirable than the 
use of gross income. 


New York, N. Y. 
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Motion Picture Accounting Problems 
By WALTER B. GiBson 


In Victor Herbert’s operetta, 
“The Red Mill,” the lines in one of 
the songs ran like this: 


“You never find two alike at any one 
time, 
And you never find one alike 
twice.” 


The song referred to women, and 
whether or not the slightly pessimis- 
tic sentiment was justified in that 
connection, its application to motion 
picture problems and solutions is al- 
most completely apropos. 

The picture business seems never 
to have run out of problems, nor 
has it been short on solutions. The 
trouble is that the problems refuse 
to stay the same for very long (ex- 
cept that everlasting fundamental 
one, “Artistic temperament versus 
cost control”) and the solutions dif- 
fer not only as between companies 
but from year to year in the same 
company. Perhaps this is only nat- 
ural. Not only is the industry young, 
but it is complicated. Its changes 
and developments have been so rapid 
and so drastic in its relatively few 
years, that things have not had time 
to jell. 

When will standardization come? 
Not for a long time, perhaps. Not 
for lack of brains, because there are 
plenty of brains in all divisions of 
the industry and high grade abilities 


of all types. Too many brains, per- 
haps, and of too high quality to set- 
tle down into a reasonable rut and 
get things set and sufficiently static 
so that problems may be diagnosed, 
classified, and uniformity of treat- 
ment, accounting-wise, made effec- 
tive. 

Budgeting is important. The 
major companies and most of the 
independent producers forecast, at 
the beginning of the year, the num- 
ber of pictures which are to be pro- 
duced during the next twelve 
months’ period. A lump sum is as- 
signed tentatively to production 
costs, and the combined schedule of 
pictures to be produced and total 
maximum cost thereof is passed to 
the budget department which, work- 
ing on the cost sheets of prior pic- 
tures and past experience coupled 
with current labor and material 
costs, attempts to prognosticate ac- 
curately the cost of each picture. The 
lump sum is then divided up between 
the pictures, and the size of budget 
assigned to each picture depends 
upon the classification of the picture, 
the magnitude of the stars to be used 
therein, the diversity of the sets and 
locations, and the probable length of 
shooting time. It will be seen that 
a temperamental delay will nullify 
the budget department’s estimate. 

The picture year usually begins 
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September 1st and each picture to be 
made and released during the year 
is assigned a rank in the production 
scale for that year. This position, 
to some extent, controls not only the 
allowable budget but also the price 
to distributor and exhibitor, i.e., 
superfeatures would command 
larger budget allocations and higher 
distributor percentages than the or- 
dinary features and program pic- 
tures. 

The budgeting, although done by 
experts, is only an approximation 
and seldom strikes closely to the ac- 
tual negative cost. However, it 
does act as a checkrein on spending 
tendencies and helps to force an 
economy which might otherwise be 
lacking. 

The four functional divisions of 
the industry may be best expressed 
by the terms: producer, studio, dis- 
tributor, and exhibitor. As a rule 
the producer and studio are under 
the same management, although 
there are existing organizations 
functioning as studios only. Yet 
there is a decided difference in meth- 
ods of operation and accounting 
problems and, for the purposes of 
this article, the studio, or “backlot,” 
is treated as a separate unit. 

The producer selects and arranges 
the story material, employs writers, 
assistant producers, actors, and cam- 
eramen and does the greater part of 
the creative work. The studio per- 
forms the mechanical work of pro- 
duction, erects sets, employs labor, 
furnishes artists (or artisans) in 


jusic, painting, wardrobe, make-up, 
hairdressing, sound technique, and 
a thousand other fields, and contrib- 
utes its own share of creative work 
such as special effects (a full-sized 
ship being battered on a storm-rid- 
den reef) and appropriate musical 
composition. The distributor’s field 
is to sell and distribute to the exhib- 
itor. 

The outstanding accounting prob- 
lems of a studio cluster around the 
control and determination of costs, 
by pictures. The producer also has 
a cost problem, different in charac- 
ter from that of the studio, for his 
main problem is to hold his total cost 
on any picture in line with its hoped 
for revenue and, incidentally, to de- 
cide over what period such cost shall 
be amortized. The distributor, who 
works on a percentage basis, is indif- 
ferent to either cost or life of the 
picture, while the exhibitor, pur- 
chasing all product of the producer 
on predetermined rates, has an en- 
tirely different set of problems. In 
this article only the problems of the 
producer and the studio are dis- 
cussed. 

In a studio, which frequently is 
making several pictures simultane- 
ously and deploying its physical 
equipment and technical staff from 
one picture to another, the main 
problem from an accounting stand- 
point is what and how much should 
be charged to any one picture? For 
example, how should one spread the 
cost of standard sets, or special sets 
designed for one picture but used 
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and re-used on other pictures? How 
about “props,” wardrobes, over- 
head? Even the question of how 
to spread actors’ salaries has prob- 
ably not been finally answered. 
There are many methods of partial 
solution. 

For instance, a studio may be or- 
ganized as if it were a manufactur- 
ing plant selling to producers in ac- 
cordance with plans furnished by 
the latter (there are several such in- 
tegrated plants). Contracts are en- 
tered into specifying fees and rates 
for every class of service: cost plus 
per cent for ordinary labor and ma- 
terial, specified hourly rates for serv- 
ices of special employees and depart- 
ments, specified daily rates for sound 
production (involving film, use of 
equipment and crew), rents for all 
conceivable kinds of equipment and 
space, flat costs for accommodation 
services, where the studio acts as 
purchasing agent or supplies electric 
current or water. 

In other cases, where the studio 
and producer functions are merged 
or at least mingled, allocations of 
costs to specific pictures are on al- 
most every conceivable basis, all af- 
fecting the final amount charged 
against the production. 

The costs themselves, of course, 
range from the admittedly direct to 
the highly indirect. A studio desir- 
ing departmental costs primarily 
may design its cost accounts so that 
only direct charges for labor and 
material applicable to all pictures 
will be accumulated, and costs by 


productions will require a separate 
break-down. Set costs requiring the 
services of many departments re- 
quire special work orders. As a rule 
a picture is charged in full for the 
cost of all sets, properties, and ward- 
robe made for it, regardless of any 
salvage value remaining, or their 
possible use in future pictures. 

Under the classification of over- 
head falls a miscellany of costs, each 
with its problem of apportionment 
among the pictures produced. Ob- 
viously studio costs vary consider- 
ably with different types of pic- 
tures ; a musical production, for in- 
stance, will show a large sum for 
salaries paid to musicians for which 
the actual studio overhead is neg- 
ligible. For overhead distribution 
by pictures, the method of detailed 
analysis is generally impracticable. 
More favored methods have as a 
basis shooting hours or days, or 
sound hours (called channel hours ) 
or days. Any method is empirical 
and open to discussion from an ac- 
counting standpoint. 

One of the chief cost problems to 
the producer (as distinct from the 
studio) is the distribution of the sal- 
aries of highly paid employees. 
There is no set formula for this ; the 
practice changes very rapidly and is 
determined by the types of contracts 
existing. At the present time, the 
majority of contracts with stars call 
for a fixed number of pictures with- 
in a given period, and the larger 
producers rarely find themselves 
faced with a write-off for failure to 
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produce the guaranteed number. 
Contracts with major stars fre- 
quently provide that they may not be 
loaned out. This practice of loan- 
ing out is common, however, with 
lesser lights, and is productive of 
considerable income to the lender. 

Directors’ contracts are follow- 
ing the form used for stars. There 
are a number of others such as as- 
sistant directors and cameramen on 
contract who may be used on any 
number of pictures. In these cases 
an apportionment is usually made 
annually or semiannually which is 
based on time. 

Generally a ledger is kept for each 
contract employee, and his salary 
apportioned to pictures on as fair a 
basis as possible. There are occa- 
sional difficulties, as for instance, the 
preliminary training and tutoring 
of an imported star, which in one 
case at least, is reputed to have cost 
two hundred thousand dollars. 

Unassigned time is generally con- 
sidered overhead and is credited 
with income from loan outs. There 
have been cases where this account 
has shown a profit. 

It was formerly common practice, 
and still is in at least one large com- 
pany, to charge to the negative cost 
of the next picture all the accumula- 
tion of prior idle time for each in- 
dividual employed. Under this 
method, it is possible that a direc- 
tor may actually want a contract 
player for a particular part in his 
picture and may turn down this 
player, even though available, owing 


to the large amount of idle time 
which the player may have built up 
and which must be charged against 
that player’s next assignment, even 
before the picture starts. 

This, naturally, would cut down 
the director’s balance available un- 
der his budget and make it more 
difficult for him to obtain other 
things which he deems necessary to 
the production. Of course, the di- 
rector’s excuse is that the player is 
not quite suitable to the part. The 
most desired directors in the indus- 
try are those who can keep negative 
cost below budget, and no director 
wants to be branded as too expen- 
sive on his negative cost. 

Story cost is usually carried as a 
deferred asset until such time as the 
story is used, sold or definitely re- 
jected. But it should also be men- 
tioned that accounting methods have 
caused stories, as well as actors, to 
be rejected or at least avoided by 
directors, simply because of heavy 
accumulation of prior costs. For 
example : 

A story is purchased in novel 
form from an author, and at once 
several actors suitable for the major 
parts come to mind, and, if possible, 
are placed under contract. The story 
is then in the hands of writers who 
are to arrange it in scenario form. 
Perhaps these writers have been idle 
for some time, and thus their accu- 
mulated idle time is charged to story 
cost, at once, and to this, of course, 
is added the time spent in scenario 
preparation. Next, a director reads 
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the story, and works with the cast- 
ing director arranging the players. 
All of their idle time prior to the 
moment of actual production is 
charged to negative cost. It will be 
seen that during this preliminary 
period, and by this method of ac- 
counting, a huge item may have ac- 
cumulated against the cost of the 
picture. 

In the problem of amortization of 
picture cost, the accountant is faced 
with an equation in which the un- 
known factors predominate. Past 
experience may serve as a fairly ac- 
curate guide with shorts or quickies, 
and the adoption of a fixed period of 
26, 52, or 78 weeks for each picture 
may not cause disturbing fluctua- 
tions in the financial statements. 

Such methods, however, can 
rarely be used with feature pictures, 
especially in view of the much 
greater cost of such pictures. It is 
safe to say that no one can predict, 
at the time of its release, the income 
or life of a picture. 

A favored method of amortizing 
the costs of producing feature pic- 
ture negatives is to write off weekly, 
on the basis of world wide prior ex- 
perience, a certain percentage based 
upon such experience, which at the 


end of the 26th week would aggre- 
gate 75 per cent. of the cost and at 
the end of the 52nd week, 95 per 
cent. of the cost of a picture. 

The positive film costs applicable 
to feature pictures distributed in the 
United States and Canada are am- 
ortized on the basis of the combined 
experience in those countries. Usu- 
ally, 75 per cent. of the costs are 
written off by the end of the 13th 
week from the date of release and 
95 per cent. by the end of the 26th 
week. 

However, box office results are 
closely scrutinized and judged in 
comparison with previous releases. 
If, within a few weeks after release 
of a feature picture, it becomes ap- 
parent that revenue therefrom will 
not measure up to prior expecta- 
tions, provision is made for addi- 
tional amortization. Thus each pic- 
ture determines its own amortiza- 
tionrate. This conservative method 
will appeal to accountants. 

The entire costs of the positive 
films for distribution in foreign ter- 
ritories are usually charged to profit 
and loss upon release of such pic- 
tures for foreign distribution. 

Los ANGELES, CALIF. 
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Some Observations on Inventory Methods 
By WALTER A. STAUB 


The past quarter century has seen 
a marked development in methods 
of valuing inventories of raw mate- 
rials, work in process and finished 
products. A number of influences 
have contributed thereto. One was 
the development of credit practice 
by commercial banks. While not 
minimizing at all the requirement 
for good character on the part of a 
prospective borrower on which the 
late J. P. Morgan was quoted as lay- 
ing such stress, the increasing com- 
plexity and widespread extent of 
many business organizations, and 
the difficulty of knowing the actual 
situation of the borrower only 
through personal contact with him, 
led to an increasing requirement on 
the part of the banks for financial 
statements from borrowers. In the 
course of time this requirement was 
extended to a call for certification of 
the statements by independent pub- 
lic accountants, an idea of which the 
late James G. Cannon, president of 
the old Fourth National Bank in 
New York, was almost a lone advo- 
cate during the early years of the 
twentieth century. This has now 
become a requirement for redis- 
counting of commercial paper by 
the federal reserve banks. 

Another influence tending toward 
better inventory practice was the in- 
troduction of the income tax, start- 


ing in a mild way when applied to 
corporations in 1909, extended to 
individuals in 1913, and supple- 
mented by the heavy excess-profits 
tax beginning in 1917. Business 
men who had not previously been 
much interested in accounting or 
who, with natural optimism, had 
shown their earnings as high as pos- 
sible, became very much interested 
in seeing that their taxable net in- 
come was not overstated. Both of 
these influences led to a wider accept- 
ance and better understanding of 
the rule of ‘“‘cost or market, which- 
ever is lower” for valuing invento- 
ries, a general principle for which 
accountants had been contending for 
years. 


Cost or market, whichever lower 


When Colonel Montgomery pub- 
lished the first edition of his Audit- 
ing Theory and Practice in 1912, it 
included a clear statement of the 
principle of valuing inventories at 
cost or market, whichever is lower, 
and gave the reasons therefor. We 
were at that time still in the period 
when it was not unusual for business 
men to argue with accountants that, 
if it was sound to write down in- 
ventories if market prices had fal- 
len, they ought to be written up if 
market prices had risen since the 
goods had been acquired. 
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The earliest Treasury regulations 
made no provision for recognizing a 
reduction of inventory from cost to 
market where there had been a fall 
in market prices. The form of in- 
come tax return prescribed for cor- 
porations, as late as the October, 
1916 issue, directed that 
In case the annual gain or loss is deter- 
mined by inventory, merchandise must be 
inventoried at the cost price, as any loss 
in salable value will ultimately be re- 
flected in the sales during the year when 
the goods are disposed of. 


However, Treasury Decision 2609, 
promulgated December 19, 1917, 
recognized the propriety of using the 
basis of cost or market, whichever 
is lower. 

Bank credit practice received a 
considerable impetus toward devel- 
opment and improvement with the 
organization of the Robert Morris 
Associates in 1915. The members 
of this organization are credit exec- 
utives of banks and other credit 
granting institutions. This organ- 
ization recognized the soundness 
and desirability of the cost or mar- 
ket, whichever is lower, principle 
and gave active support to the efforts 
of the accountants to secure its gen- 
eral acceptance in businesses in 
which inventories were a factor in 
determining financial position and 
earnings. 


Philosophy of the rule 


Accountants have always recog- 
nized that the cost or market, which- 
ever is lower, rule is not based on 





logic, but is a counsel of conserva- 
tism. It is the outgrowth of experi- 
ence on the part of business men and 
the observation of the pioneers 
among public accountants who saw 
the need for some such principle for 
the preparation of dependable finan- 
cial statements. 

Basically, an inventory is to be 
taken at cost because it represents 
expenditures made for the purchase 
of goods of which a future fiscal 
period will have the benefit, since 
they have not yet been used and, 
consequently, that much of past ex- 
penditures should be carried for- 
ward as a charge to future opera- 
tions. Even though the apparent 
market value (on a replacement cost 
basis) may have increased, because 
of a rise in quoted prices, the in- 
ventory should not be valued above 
cost, because to do so would give 
the past period a credit for an ap- 
parent profit which will not be real- 
ized until the goods have been dis- 
posed of in the future period. The 
old adage, “don’t count your chick- 
ens until they’re hatched,” is a sound 
one in respect of appreciation in in- 
ventory value, as well as in the case 
of other assets. 

On the other hand, the same coun- 
sel of conservatism calls for pro- 
vision for, or recognition of, the 
potential loss in the case of a cur- 
rent asset like inventories. Espe- 
cially in the case of an asset which 
has a relatively quick turnover, po- 
tential losses are much more likely 
to be sustained than apparent appre- 
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ciation be realized. This seems to 
be one of the perversities of fate 
which is continually bothering the 
business man. 


What is “cost”? 


This sounds like an easy question, 
especially in respect of goods which 
are resold in the same form in which 
purchased or in the case of raw ma- 
terials purchased for use by a manu- 
facturing concern. In practice, how- 
ever, it is found to be anything but 
an easy question to answer in deter- 
mining the cost of a given inventory. 
There are various reasons for 
this. 

One is the continuous nature of a 
business concern; the year, particu- 
larly in non-seasonal enterprises, 
does not represent a business cycle, 
but is an arbitrary (even though 
customary) interval of twelve 
months at which to state the re- 
sults of operations and the financial 
position of the concern. The inter- 
mingling of goods purchased at dif- 
ferent times and at different prices, 
resulting in the impracticability of 
attempting to identify the particular 
goods sold or used with their orig- 
inal acquisition is another compli- 
cating factor. 

The changing price level which 
is never entirely stationary, and 
which, at times, is subject to violent 
fluctuations, introduces still another 
complication. If a business is to 


be continued and not liquidated, 
there is need for carrying a stock of 
goods and replacing it periodically, 


regardless of whether or not prices 
may be rising. 

Still another problem arises from 
the fact that in some industries 
various products, or different quali- 
ties of goods, are produced from 
the same material or in the same 
operation, as, for example, in the 
case of lumber, anthracite, oil and 
tobacco. In the case of finished 
goods, as well as goods in process, 
the distribution of manufacturing 
overhead adds still another compli- 
cation because it can obviously not 
be applied on any exact basis but 
must have in it a considerable ele- 
ment of assumption and judgment. 

Following are a number of alter- 
native methods of applying costs to 
sales, and consequently also the 
basis of costing the inventories at 
the end of the year: 


1. Specific costs: practicable for very 
few businesses of any size ; the busi- 
ness of a diamond merchant would 
be one in which it could readily be 
used; 


2. Average cost: usable especially in 
industries having a comparatively 
small number of different mate- 
rials or products, as in a blast fur- 
nace or a cement manufacturing 
plant ; 


3. Base stock: a stated quantity of ma- 
terial or product is regarded as a 
continuing necessity for the busi- 
ness, and is priced at a conserva- 
tively low price which is main- 
tained unchanged from period to 
period; only any excess of stock 
over the fixed quantity is priced at 
current costs; copper and some 
other nonferrous metal industries 
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have been among the principal users 
of this method; 


4. First-in, first-out: assumes that, 
when goods are so intermingled 
that they cannot be identified with 
specific invoices, those first pur- 
chased or produced are first used 
or sold, regardless of whether or 
not this be the physical fact; this 
is the method which is probably in 
most general use; 


5. Last-in, first-out: assumes that (in 
case of intermingling as in 4) the 
goods used or sold are those which 
were most recently purchased or 
produced ; 


6. Standard costs: an estimated and 
predetermined cost, based upon 
specifications for material and di- 
rect labor, and an overhead allow- 
ance not in excess of that appro- 
priate to a normal level of operat- 
ing capacity; however, in deter- 
mining material costs under this 
method a selection must be made 
from the several methods above 
described ; 


7. Retail method: used by department 
stores and many other retailers ; in- 
ventories are determined, depart- 
mentally, by taking that percentage 
of the inventory at retail prices 
which (a) the opening inventory 
(less deduction for mark-on) plus 
cost of goods purchased during the 
period, bears to (b) the opening in- 
ventory (at retail) plus purchases 
for the period as priced at retail, 
including mark-ups. 


Last-in, first-out 


The tremendous rise in prices 
during the World War, with the col- 
lapse of prices of commodities and 
manufactures in 1920, and the rise 
of prices during the boom of the 


twenties, with the cataclysmic fall 
in prices during the early years of 
the depression, formed two com- 
pleted price-level or inventory-price 
cycles. The effect of using the first- 
in, first-out method of costing sales 
and inventories was to exaggerate 
profits (peaks) and losses (valleys) 
of those businesses which need to 
carry large stocks of goods. Dur- 
ing the period of rising prices, when 
lower cost inventory is being dis- 
posed of and replaced by higher cost 
goods, large and increasing profits 
are shown but at the same time the 
price level of inventories is mount- 
ing. The result is that, when the 
inevitable return of prices to a lower 
level of prices occurs, a substantial 
portion of the profits previously 
shown disappears because of the 
large write-down needed to bring 
the inventories to the current price 
level. 

The base stock method of valuing 
inventories is commended by its ad- 
vocates as a remedy for this situa- 
tion, and the experience of a num- 
ber of companies which use it, no- 
tably the National Lead Company, 
indicates that this is so. However, 
the rather arbitrary nature of this 
method, the fact that its practical ap- 
plication seems limited to a rela- 
tively small number of industries, 
and the refusal of the income tax 
authorities to accept it as a basis for 
computing taxable income, have 
tended to impede its acceptance by 
industrial concerns generally. 

The last-in, first-out method has 
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received much consideration in re- 
cent years as one which would tend 
to obviate exaggeration of operat- 
ing profits and losses, and to mini- 
mize, if not entirely avoid, inven- 
tory write-downs in periods of de- 
clining prices. In 1933 the writer 
addressed two chapters of the Na- 
tional Association of Cost Account- 
ants on The Adjustment of the Bal- 
ance Sheet to Present-Day Business 
Conditions. Attention was directed 
to the last-in, first-out method as one 
which would result in a truer picture 
of actual profit, and to the logic un- 
derlying it of a closer relation be- 
tween the prices of goods last pur- 
chased and of the goods currently 
sold than between the prices of the 
earliest purchases of goods on hand 
and of the goods currently sold. 

At the request of the American 
Petroleum Institute, the American 
Institute of Accountants appointed 
a special committee (on which the 
writer served for a time) to coop- 
erate in a study of the inventory 
methods of the oil industry. The 
American Institute of Accountants 
Committee made a report (pub- 
lished in the August, 1936, Journal 
of Accountancy) expressing ap- 
proval of the last-in, first-out meth- 
od in appropriate circumstances. 
Many of the large oil companies 
have since adopted this method. 

The 1938 Revenue Act gave rec- 
ognition to the last-in, first-out 
method for use in determining tax- 
able income of certain industries. 
This recognition of the principle is 


encouraging, but the present provi- 
sions are too narrow to be satisfac- 
tory. The Taxation Committee of 
the American Institute of Account- 
ants has prepared a memorandum 
for the Treasury, urging a broad- 
ening of the provisions so that they 
may be more effectively applied and 
be used in any industry where the 
principle is applicable. The com- 
mittee’s memorandum was _ pub- 
lished in the November, 1938, issue 
of the Journal of Accountancy and 
is an excellent presentation of the 
matter. 


Other phases of inventory valuation 


Some other phases of this subject 
might well be touched upon, as, for 
example, elimination of intercom- 
pany profit and the problem arising 
when there are minority interests in 
the producing subsidiaries ; is “‘mar- 
ket” the price at which goods sim- 
ilar to those on hand could be pur- 
chased or produced currently, or is 
it sufficient to reduce inventories of 
finished goods to prices at which 
they could be sold, allowance being 
made for selling expenses; and the 
question of whether there is not a 
better method of dealing with inven- 
tory write-downs in the income ac- 
count than that generally used at 
the present time. However, this 
article has already passed the limits 
set for it, and these phases of the 
subject will have to be left for fu- 
ture consideration. 


New York, N. Y. 
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Accounting Aid to Industry 
By WILL1AM F. Marsu 


It has been said that no business 
enterprise can endure under exist- 
ing competitive conditions unless it 
is underpinned with reliable accounts 
and costs. 

It is equally true today that for a 
business enterprise to realize a rea- 
sonable profit with a maximum of 
stability, its management must be 
supplied with facts and information 
as a guide to the prediction of future 
trends. Increasingly, management 
is becoming convinced of the impor- 
tance of modern industrial account- 
ing. 

As a consequence, the accountant 
has become a vital part of manage- 
ment. Instead of merely supplying, 
as a routine matter, reports and in- 
formation which practice and 
growth have established, the pro- 
gressive accountant must have the 
ability to winnow from the wealth 
of information at his disposal the 
particular facts and information 
most essential currently to manage- 
ment. As an illustration, the chief 
executive of a large corporation re- 
cently told me that, for a period of 
several months when relations 
throughout the country between 
business and labor were so acute, at 
least eighty per cent. of the reports 
furnished him by his accounting de- 
partment consisted of pay rolls, wage 
rates and related data concerning 
labor as it affected his company. 


According to available informa- 
tion the effect of the current busi- 
ness recession has been mitigated by 
the fact that, by and large, inven- 
tories are not abnormally high. In 
part, that condition may be the re- 
sult of the relatively recent experi- 
ence of 1929-1930, but a more logi- 
cal explanation is the emphasis 
placed in recent years by the account- 
ant on ways and means of control- 
ling inventories. 

Legislation, such as the National. 
Industrial Recovery Act, the Social. 
Security Act and the Robinson-Pat-- 
man Act, has had a very definite 
effect on industrial accounting. An-- 
other important factor has been the 
growth in importance of the trade 
association. Scores of additional: 
industries have adopted uniform ac-- 
counting and cost systems and many 
have been modernized and revised. 

The necessity for establishing 
adequate controls, providing worth- 
while incentives and looking forward 
to probable trends has had the very 
natural result of focusing the atten- 
tion of management on the advan- 
tages derived from standard costs 
and budgetary control. 

The use of standards in one way 
or another is continually increasing. 
A correct measure of accomplish- 
ment can be made only by compari- 
son with a standard or expected level 
of performance. Decisions based 
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upon comparisons with past perfor- 
mance are not conclusive because 
conditions are rarely identical. Only 
as we establish definite goals of 
achievement and set specific stand- 
ards of accomplishment based upon 
current conditions do we get the best 
results. 

Manufacturing cost standards 
based upon standard allowances for 
materials, direct labor and expenses 
are now widely used by well man- 
aged and successful manufacturing 
companies. The principal advan- 
tage, of course, is that management’s 
attention is thereby directed to the 
variations of actual performance 
from predetermined standards, and 
any variance from the standard is 
stopped before it becomes danger- 
ous. 

In industry, the extensive use of 
the budget is a post-war develop- 
ment. It provides a means of finan- 
cial and administrative control; 
hence, the use of budgeting by indus- 
try has been constantly increasing. 
It seems to me that management 
should use a budget, not primarily 
as a system of control, but as a plan 
which can and should enable it to 
realize a definite objective. Al- 
though a budget is in itself not a 
control, it provides a means of action 
by management which is control. It 
should be emphasized, however, 
that the budgeted operations should 
be not only possible but probable. In 
other words, the budget loses in ef- 
fectiveness if the aim is unattain- 
able. To be most fully effective, a 


budget should cover all phases of op- 
eration. 

In its fundamentals, a budget plan 
in an industrial enterprise consists 
of three divisions: (1) assembling 
facts and information that may af- 
fect the operations of the business in 
a given subsequent period ; (2) using 
the information so assembled to 
formulate a program or forecast of 
operating results ; and (3) using the 
program as a measure or control of 
current operations. 

Experience has proven that budg- 
eting is ineffective without proper 
organization, adequate accounts, 
prompt comparison of actual results 
with the forecast, and institution of 
such necessary action as is dictated 
by the comparisons. These basic fac- 
tors are interlocking. Unless cor- 
porate lines of authority are definite, 
denial of responsibility will prevent 
proper functioning of the budgetary 
control plan. However carefully 
prepared a budget may be, if the 
accounts are not designed to imple- 
ment it, intelligent comparisons can- 
not be made of actual results with 
the forecast. Hence, before attempt- 
ing to formulate a plan of budget- 
ary control, it is essential that con- 
sideration be given to possible need 
for revision of the accounting and 
cost system. It should be remem- 


bered that standard costing supports 
a plan of budgeting and ought to be 
considered part of it. 

The methods of showing differ- 
ences or variances between budgeted 
and actual results naturally vary 
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with differing businesses. Practi- 
cally all variances reflect the compos- 
ite effect of at least two factors, rate 
and volume. Sales variances may 
be caused by changes in selling price 
or changes in quantities sold, or 
both; direct labor variances may be 
the result of changes in wage rates 
or time taken on the job; materials 
may vary in prices paid or in quan- 
tities used. It is also necessary to 
consider whether variances in ex- 
penses per unit are the result of the 
rigidity of fixed expenses or changed 
unit rates of variable expenditures. 

The extent to which the cause for 
variances is presented or explained 
is largely a matter for individual 
consideration. The main point to 
keep in mind is that by these com- 
parisons the accountant can inform 
management where its accomplish- 
ment is out of line with the expected 
level of performance, and why. 
Comparisons of actual results with 
forecasts are of limited value unless 
the program provides for determin- 
ing the causes of all substantial vari- 
ations and fixing the responsibility. 
Revisions may be necessary, either 
in performance or in the forecast, or 
perhaps in both. 

Addressing the annual convention 
of the National Association of Cost 
Accountants, Mr. Walter F. Titus, 
Vice President of International 
Business Machines Corporation, es- 
timated that the cost of distribution 
of manufactured products in the 
United States for 1935 exceeded six 
billion dollars, and expressed the 


opinion that distribution cost study 
offered the accountants a fertile field 
of endeavor. Production and con- 
trol of distribution costs have, of 
course, been among the dominant 
subjects of discussion by industrial 
and professional accountants for 
several years. Frequently, the ef- 
fort to increase sales volume occa- 
sions disproportionate increases in 
the cost of getting business, and con- 
sequently defeats its own purpose. 
For this reason it is imperative that 
effective control be exercised over 
the expenditures for selling and dis- 
tributing so as to prevent them from 
getting out of line with the sales. 
The budget has been found to be an 
effective means of establishing con- 
trol and substantial savings have 
resulted. 

The budget, of course, has its lim- 
itations. Forecasting is not and 
never can be an exact science; even 
the best estimates are fallible. Judg- 
ment and common sense must be 
used in following any plan based 
upon estimates, and budgetary prac- 
tice is no exception. One need look 
no further than the past decade to 
visualize the difficulty of forecast- 
ing sales during periods of either ex- 
pansion or recession in general busi- 
ness. Whether one tackles the sales 
forecast by market analysis or by 
past performance translated into 
terms of future expectations, the re- 
sults are likely to vary from the pre- 
determined amounts. Difficulty of 
solution unfortunately does not dis- 
solve the need. By careful consider- 
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ation of all pertinent information 
obtainable (both from within and 
without the business), and by subse- 
quent alertness to detect factors re- 
quiring changes in the estimates, a 
satisfactory solution can generally be 
reached. 

Probably the most important 
benefit to be derived from the opera- 
tion of a properly coordinated budg- 
et and standard cost plan is the de- 
cided change in the attitude of the 
entire business organization which 
is likely to occur. Such a plan com- 
pels the operating heads of a busi- 
ness to look ahead and to establish 
the policies best calculated to result 
in the realization of the maximum 
net profit. 

Management to progress must an- 
ticipate the problems it will be called 
upon to overcome. In the past, many 
business executives relied primarily 
on historical statements of what had 
been done. Today management 
realizes the importance of determin- 
ing the probable trend of the busi- 


ness so that proper preparation may 
be made to meet conditions as they 
develop. 


PITTSBURGH, Pa. 





Accounting Aspects of the 
Automobile Industr, 


(Continued from page 11) 
tion, they have achieved inventory 
turnover beyond the dreams of 
manufacturers of many other prod- 
ucts. Under normal conditions 
the manufacturers have little or no 
inventory of finished cars, the usual 
practice being to “drive away” or 
ship directly from the assembly 
lines. The published financial state- 
ments of several automotive manu- 
facturers disclose an over-all inven- 
tory turnover of 10; in other words, 
the inventories are, in the average 
experience of these companies, 
moved through production and sold 
in approximately five weeks. 

DeEtrRoIT, MICH. 
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Department Store Accounts 
By HERMON F. BELL 


Discriminating judgment that 
differentiates between the more per- 
manent and the merely transitory is 
always difficult. What are relatively 
minor problems or changes in the 
broad course of business develop- 
ment may, from where we are at the 
moment, loom large. On the other 
hand, the true significance of to- 
day’s questions and decisions may 
sometimes be fully understood only 
when later viewed in retrospect. 

It is therefore not easy to sketch 
even in outline recent developments 
and present problems of retail mer- 
chants in true perspective or with the 
appropriate lights and shadows. Be- 
sides, progress is not even, either as 
between merchants or as respects 
the various problems that a single 
business faces. A store may long 
have been in the advance line as re- 
spects certain procedures, and be- 
hind in others. 

The last fifteen years opened for 
department stores with a period of 
prosperity. There were years of 
great prosperity. Then followed pe- 
riods which also showed good re- 
sults but when increasing volume 
was more and more difficult to ob- 
tain and expenses were gradually 
mounting. Although the years were 
prosperous, very prosperous as 
measured by present standards, and 
the popular phrase “profitless pros- 


perity” was a misnomer, that phrase 
yet came to be more and more ap- 
propriately descriptive of the trend. 

Then came periods of falling vol- 
ume, when expenses, as gauged for 
large sales totals, became less and 
less possible to carry, and then en- 
tirely out of line, not only when ex- 
pressed in percentages but in aggre- 
gate amounts. The year 1932 was 
the period when outgo most ex- 
ceeded income. Expense reductions, 
already made in some measure, now 
became an absolute necessity if busi- 
ness was to survive. As expense 
curtailments began to be effective 
and especially as sales ceased to drop 
but began again to mount, slowly at 
first and then somewhat more rap- 
idly, operations began again to show 
net profits instead of losses. 

About three years ago expense 
increases, both those that were ad- 
mittedly unavoidable and _ those 
(such as pay roll) which were more 
or less voluntary and yet necessary 
and just, began to present new prob- 
lems. In these years expense in- 
creases, contrary to the usual cycle, 
have come before or at best coinci- 
dent with increases of gross volume, 
out of the gross margin from which 
they were to be met. Such increased 
expenses stood as a hazard if vol- 
ume increases did not materialize. 
And as for any increases in net prof- 
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its (after a long period of poor prof- 
its or in many cases losses), it 
seemed clear that they must come if 
at all from better merchandising or 
from more efficient operating plans 
and controls. Besides, long deferred 
improvements to premises, fixtures 
and equipment, called for consider- 
able expenditures out of profits just 
at a time when a tax was placed 
upon retention of profits for such a 
purpose. And recently increases of 
volume have been checked or re- 
versed, at least temporarily, and 
many uncertainties abound. It is at 
the moment peculiarly difficult to at- 
tempt to look far ahead or to plan 
in a long range way. 

The hope of department stores 
lies in the quality of their manage- 
ments. These managements have 
been tested and tried as never before 
and their ability, resourcefulness, 
and integrity are in the last analysis 
the prime ground for confidence. 
The very difficulties that depart- 
ment store managements have had 
to meet, and have met, in recent 
years, may well prove to be the bases 
for success in the years just ahead. 

Department store accounts have 
many subsidiary uses, but their 
main purpose is that of guidance 
and help to managements. In gen- 
eral, problems of department stores 
are similar to those of retailers op- 
erating under other forms, such as 
chain stores, mail order business, 
specialty stores, but there are differ- 
entiations in specific phases. 

With the foregoing background, 


there are hereinafter listed, which 
is all that space permits, a number of 
the more significant recent develop- 
ments or present facts as to depart- 
ment store accounts. 

1. There is more widespread use 
of the retail inventory method than 
ever before, and particularly greater 
emphasis placed upon the help it can 
bring to the superlatively important 
task of controlling and improving 
gross margins, largely through the 
minimizing of mark-down and 
shrinkage losses. 

2. There is more selective mer- 
chandising, that is, definite selection 
of price lines to be carried, and at- 
tention to the relative profitability 
of competitive lines, including 
choices as between branded and non- 
branded lines, as well as increased 
promotion of reasonable profit mer- 
chandise, and elimination of mere 
volume feeders or loss leaders. 

3. There is renewed emphasis 
upon control over receipt, marking 
and storage of merchandise, as well 
as upon systems of control over sale 
and delivery of merchandise—in 
short, emphasis upon better control 
of merchandise in and out, which in- 
creases the efficiency of the retail 
method. 

4. There is growing consensus 
of opinion that inventory values as 
computed under the retail method 
need to be further reduced by provi- 
sion for mark-downs accrued as it 
were but not yet taken at the bal- 
ance sheet date. 

5. There is increasing emphasis 
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upon, and use of, detailed plans for 
future operations, by short periods 
such as weeks or months, including 
planning of sales, purchases, mark- 
downs, shrinkages, and stocks for 
each selling department, also budget- 
ing of expenses under the store’s de- 
tailed control classifications. 

6. There is increasing attention 
to plans as made and to securing per- 
formance by checking against plans. 

7. There is greater discrimina- 
tion in the breakdown of expenses 
departmentally or otherwise accord- 
ing to the sources from which they 
are controllable. The so-called con- 
tribution theory of expense reports 
is one phase or method of making 
such discrimination. 

8. There is a tendency toward 
strict control over buyers and buy- 
ing policies, accompanied, however, 
by greater mutual cooperation. The 
buyer is informed to a greater ex- 
tent of his operating results and his 
intelligent carrying out of control 
plans is enlisted. 

9. There is closer attention to the 
relation between costs and earning 
power of salespeople. Much still re- 
mains to be done in the important 
field of developing better contacts 
and closer cooperation between 
management and salespeople, so that 
the latter more directly represent 
management and correspondingly 
enhance their own prestige. 

10. In a number of large cities 
several major stores have opened 
suburban or other branches. This is 
a development whose results and fu- 


ture can hardly be forecast at pres- 
ent. Is it a temporary expedient or 
a new and major development of 
retailing ? 

11. Both from the expense and 
the service viewpoints, considerable 
attention has been given to the al- 
ternatives of carrying on or of pur- 
chasing some services outside, such 
for example as delivery, light, heat 
and power; also to the question of 
when and to what extent workrooms 
should be maintained and operated. 
A related question is whether and, 
if so, which departments should be 
leased. 

12. There is the problem of ever 
increasing taxes of all kinds, fed- 
eral, state and local. 

13. There is increasing use of 
standards or norms of performance 
as a test of results, such helpful re- 
ports for example as compiled by 
trade associations and schools of 
business. 

14. Accounts are being kept to 
an increased extent upon a weekly 
basis. 

15. There is increased accounting 
attention to control of fixtures and 
equipment, with classified records of 
these assets and depreciation there- 
of, as well as of losses on obsoles- 
cence or abandonment. 

16. Expenses are being analyzed, 
charted and studied intensively in 
an earnest endeavor to make it pos- 
sible to sell goods at a lower gross 
profit. 

17. Organization charts hereto- 
fore commonly accepted as standard 
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are being reviewed and revised in 
order to promote greater directness 
in action and reductions in operat- 
ing costs. 

Retailing has always been and 
seems likely to continue highly com- 
petitive. But its competition varies 
both as to type and its source. There 
may be competition in price, in serv- 
ice, in prestige, in style preeminence, 
or in institutional appeal, or in sev- 
eral of these factors combined. Man- 
agements have to choose where they 
will place the emphasis. 

The number of major department 
stores seems in most cities not to 
have increased. Yet merchandising 
competition is probably greater be- 
cause from more varied sources. 
Also, there is important competition 
as to consumer spendings, whether, 
for example, income will be spent in 
travel or a new automobile rather 
than in clothing or in home furnish- 
ings. 

At first glance and superficially it 
may seem that department store 
managements are beset by conflict- 
ing interests and almost insoluble 
problems. Certainly an impressive 
catalogue of difficulties could be 
compiled. Increased gross margin 
is needed without overcharging the 
consuming public. Expenses need 
to be reduced without taking it out 
on employees whose total compensa- 


tion amounts ordinarily to one-half 
of all expenses. Capital needs to 
be conserved at a time when there 
is pressure for dividends (in some 
cases in arrears), and when reten- 
tion of earnings may increase cor- 
porate taxes. 

The way to sound solutions is be- 
lieved to lie not in emphasis upon 
surface conflicts of interest but in 
recognition of the more fundamen- 
tal harmonies. The interests of man- 
agement and owners and employees, 
as well as of the purchasing public, 
are more in accord than at variance. 
In its leadership of an essentially 
cooperative purpose lies the field of 
management. It is there that its re- 
wards are to be obtained. As a 
guide to sound appraisal and just 
treatment of the rights of the vari- 
ous interests involved, management 
has need as never before of accurate, 
up-to-the-minute accounting facts, 
as simple in form as possible, but 
pertinent to all the various questions 
that come before it for decision. It 
needs such facts not only for knowl- 
edge of past results, or present con- 
ditions, but perhaps most of all for 
its guidance in planning and in its 
carrying out of plans. Accounting 


procedures are developed for these 
purposes and are good in the meas- 
ure in which they thus serve. 


New York, N. Y. 
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Special Accounting Considerations 
in Cotton Merchants’ Accounts 


By J. F. Stuart ARTHUR 


The significant and the peculiar 
phases of accounting calling for spe- 
cial consideration which arise from 
certain aspects of the cotton mer- 
chant’s business were finally given 
recognition by the federal taxing au- 
thorities when the Bureau of Inter- 
nal Revenue, in Appeals and Review 
Memorandum 135, acknowledged 
the right of dealers in cotton, to in- 
clude in their accounts, for federal 
income tax purposes, the effect of 
such open “future” contracts to 
which they are parties, as are 
“hedges” against actual “spot” or 
cash transactions, provided that no 
purely speculative transactions in 
futures not offset by actual “spot” 
or cash transactions are included 
until actually closed by liquidation. 

This acknowledgment coming, as 
it did in 1921, and somewhat belat- 
edly, after vigorous representations 
by cotton merchants (and also by 
grain merchants on their own behalf 
for similar conditions) contributed 
to bringing the statutory taxable in- 
come of the taxpayers in question 
into a somewhat closer balance with 
actual income, and perhaps has been 
of assistance in causing not a few 
of the merchants interested to give 
a closer attention to accounting pro- 
cedure relating to the extremely im- 





portant effect of “hedging” and the 
proper evaluation of the “open posi- 
tion” with respect to future con- 
tracts at the close of a fiscal period. 

The classification of a trial bal- 
ance of accounts into balance sheet 
and profit and loss items, after the 
application of proper accruals and 
inventory valuations—often a mat- 
ter of continuous record in ordinary 
commercial accounts—in the major- 
ity of businesses suffices to give 
prima facie information as to the 
status of the concern and the current 
income account. This is not the 
case when the financial records of a 
cotton merchant are considered, 
without the proper valuation of the 
effect of the “open position’ items. 
It is only at certain rare times, per- 
haps at the close of a season, when 
there has been a complete liquida- 
tion of the inventory and when all 
contracts have been filled or closed 
out, that the financial records of a 
cotton merchant present complete 
results. 

The most important elements of 
a cotton merchant’s business, and 
the ones which very often are the 
cause of heavy loss or even of dis- 
aster, are not of record in dollar val- 
ues until full consideration has been 
given to the value of all items in 
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what is termed the merchant’s “po- 
sition.” Periodic trial balances of 
the accounts cannot in themselves 
be called significant, and the gross 
income and cost of sales, and out- 
standing claims by or against pur- 
chasers or vendors, are seldom a 
matter of complete financial record 
in the accounts at interim periods. 
Certain cotton merchants do prepare 
interim statements during the course 
of a cotton season, which generally 
is considered to end at the close of 
June or July in a given year, but 
very often such interim statements 
because of their incompleteness are 
of little value, and often are confus- 
ing if not entirely misleading. One 
has seen merchants, engaged in ex- 
tensive operations, who had no ac- 
curate knowledge of the financial 
results of operations until the ac- 
counts were examined at the close 
of a season and the effect of the 
various elements of open position 
items were computed. That such 
a condition should exist in the at- 
tempt to ascertain the operating re- 
sults or the financial position of a 
business where great skill is required 
for success, and where the methods 
are highly technical, is obviously 
unsatisfactory. 

Perhaps the increasing intensity 
of competition and the need for op- 
erations to be conducted within a 
smaller degree of profit in this coun- 
try will cause cotton merchants to 
recognize the value of more precise 
accounting methods. 

In prewar years, and even for a 


number of years after that time, cot- 
ton merchants were dealing with 
cash transactions, in the main, and 
the accounting records and classifi- 
cation of accounts in use were con- 
sidered reasonably satisfactory if 
simple in character. At the present 
time, the complexity of the mer- 
chant’s business, combining as it 
does the functions of merchant, 
banker and broker, and involving 
the use of various methods, under 
the general term of “hedging,” in 
attempting to limit risks from mar- 
ket fluctuations, demands an exten- 
sive and detailed system of accounts 
and of subsidiary records. In addi- 
tion to the customary ledgers, jour- 
nals, and cash records, detailed rec- 
ords of purchases and cotton re- 
ceived, sales and cotton shipped, and 
the outturn of such transactions, 
giving rise to claims pro and con, as 
well as complete and detailed stock 
or inventory records, records of 
open future contracts and foreign 
exchange transactions, are essential. 

The future position record, some- 
times termed the “position book” or 
the “long and short book,” is used 
for the purpose of recording the 
merchant’s commitments under con- 
tracts of purchase and sale of actual 
or “spot” cotton, presently or in the 
future, and his commitments in con- 
nection with “futures” or protective 
contracts executed through brokers, 
members of cotton exchanges organ- 
ized for the clearance of such trans- 
actions. This record, which should 


be kept up to date at all times, shows 
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the daily transactions with respect 
to the purchase and sale of spot cot- 
ton, either at a fixed price or on call, 
and shows the daily transactions in 
futures. This is the cotton mer- 
chant’s record which indicates to 
him his position in the cotton mar- 
ket both as to “market position” 
risks and as to “basis position” risks, 
and should be used as a check against 
the elements considered in the com- 
putation of the financial effect of 
the open position items. 

In the ascertainment of a cotton 
merchant’s financial position and the 
financial result of his operations, it 
is desirable that the valuations used 
with respect to the inventory of cot- 
ton and the elements of open position 
be placed on a liquidating basis, 
based on the published market quo- 
tations as of the date of financial 
statements. Due consideration must 
be given to the weight and to the 
grade and the staple classifications 
of the various bales of cotton ascer- 
tained to be in the inventory. Ac- 
count must be taken of the location 
of the cotton, whether in the interior, 
at the port, in foreign warehouses 
or in domestic textile mill territory. 
The basic valuations with respect to 
cotton in the inventory should be ob- 
tained from the officially published 
quotations of the designated spot 
cotton markets, thus eliminating the 
effect of purely local conditions in 
the consideration of value. 

A further refinement, as to inven- 
tory valuations, and one which for 
some years has been considered to 


be the really consistent and conser- 
vative method in the use of a liqui- 
dation basis of valuation, is to value 
the inventory, insofar as may be pos- 
sible, by reference to delivery on a 
futures contract. This method of 
valuation will give a true liquidat- 
ing value, with respect to cotton 
which falls within the classification 
of cotton tenderable on a futures 
contract. The advantage to be 
gained from the use of valuations 
based upon tenderable cotton, when 
proper consideration is given to the 
cost of carrying the cotton to the 
month of tender, and the costs of 
delivery at the nearest delivery point, 
is the definite allowance of valua- 
tions which use the published differ- 
ences for grade and staple classifi- 
cations in the officially designated 
spot cotton markets. Further, the 
normal functioning of the cotton 
market is such that the merchant can 
always dispose of his tenderable cot- 
ton against a futures contract. He 
has in his own hands the control of 
this matter and does not have to 
wait until his cotton is sold, lot by lot 
of particular character, to a variety 
of buyers, and subject to the usual 
delays and risks attendant on the 
usual exigencies of trade. If the 
merchant has the necessary open 
short futures, this method of valua- 
tion is equivalent to the closing of 
his position in respect of such fu- 
tures and the relative tenderable cot- 
ton. If the merchant does not have 
such short futures in his position, 
they may be contracted for at once. 











44 L. R. B. & M. Journal 





Such cotton as may be in the in- 
ventory, which is not of tenderable 
classification, should be made to con- 
form in respect of its valuation, 
with tender prices, with adequate 
adjustments for grade and staple 
differences and with sufficient dis- 
counts to cover the possibility of 
liquidation not being secured 
promptly. 

In addition to the foregoing noted 
considerations with respect to in- 
ventory valuations, the cotton mer- 
chant must value, for balance sheet 
and income statement purposes, the 
effect of his obligations on open 
transactions. Without going into 
the intimate technique of these mat- 
ters, it is sufficient to state that these 
valuations may be ascertained by ef- 
fecting a theoretical close-out of all 
the open items at the balance sheet 
date, by application of the closing 
appropriate cotton market quota- 
tions at that date. 

In the valuation of a cotton mer- 
chant’s obligations on open transac- 
tions, the fluctuations of the futures 
market prices have been considered, 
but the question of “basis,” that is, 
the relationship between the actual 
price of cotton and the price of fu- 
tures contracts, has not yet been con- 
sidered. This procedure is desir- 
able because in the valuation on a 
liquidating basis, effect has been 
given to such items as are within 
the merchant’s undisputed and im- 
mediate control. “Basis” risks are 
not of this character, but are part 
of the business risks which the mer- 


chant will have to meet at all times, 
and they are beyond his control. 

The cotton merchant’s accounts 
and the establishment of a balance 
sheet and a seasonal income account 
with any degree of accuracy, lend 
themselves peculiarly to the use of a 
fiscal year closing, coinciding with 
the close of the normal cotton sea- 
son, as any other closing date will 
necessitate valuations of a position 
which is generally extended and 
complex. 

A peculiarity of the acceptance by 
the Bureau of Internal Revenue of 
the cotton merchant’s valuation of 
inventory at market prices and the 
evaluation of future contracts, is 
that the future contracts which may 
be termed to be speculative must be 
eliminated from consideration. It 
would be of great interest for one to 
Le shown how, except in the simplest 
of cases, one is to identify the exact 
future contracts creating the long 
or the short position on the market, 
which may be termed speculative. 
And this acceptance of the theoreti- 
cal balancing of the open position 
with respect to “longs” and “shorts” 
is without consideration of the pos- 
sibility of an unbalanced position 
with respect to futures contracts in 
various months of delivery, and 
with respect to spot cotton sales 
commitments calling for classifica- 
tions of cotton not covered by simi- 
lar items in the inventory or under 
contracts of purchase. 

Da.ias, TEX. 
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Influences on the Development 


of Investment Company Accounting 
By Donatp P. PERRy 


The development of investment 
companies (usually called “invest- 
ment trusts”) in this country has 
been primarily during the past ten 
years. During this brief period the 
application of accounting principles 
and improvements in financial re- 
ports by these organizations have 
been materially influenced from sev- 
eral directions. 

While investment trusts have ex- 
isted for many years in Great Brit- 
ain it cannot be said that the form 
and methods of accounting used by 
those older organizations have 
greatly affected the accounts of 
American investment companies. 
The general aim of the British trusts 
has been for stability, particularly 
of income return on their securities, 
and it has been common practice 
with them to set aside capital gains 
as reserves or for the purpose of 
writing down book amounts of their 
investment portfolios. 

Perhaps because the short period 
of existence of most of the Ameri- 
can trusts has been characterized by 
violent fluctuations in the security 
markets and because of the effect of 
the credits for dividend payments 
provided by the Revenue Acts of 
1936 and 1938, they have had little 
opportunity to build up reserves out 


of profits. Investment reserves and 
write-downs have been made by 
them chiefly out of capital reduc- 
tions or appropriations from capital 
surplus, and for the purpose of elim- 
inating deficits rather than of stabil- 
izing return on capital. 

Whatever the purposes of the 
managements, investors in the 
American organizations have kept 
their eyes fixed largely on changes 
in the market and liquidating values 
of the securities. Thus the nineteen- 
thirties have seen generally greater 
expansion of the American open-end 
investment companies with one class 
of stock which the companies sell to 
investors (or repurchase) at prices 
based upon the daily quotations of 
the underlying securities in their 
portfolios. Also, whenever their 
reports are issued, the break-up 
value of companies with fixed capi- 
talization is watched closely by 
analysts. 

This interest in liquidating or net 
asset values is reflected in the form 
of financial statements now issued 
by the American companies. It has 
been their general practice from the 
first to disclose the market value of 
the portfolio in conjunction with the 
balance sheet. Now it is almost in- 
variable that the operating state- 











46 L. R. B. & M. Journal 





ment is supplemented to show the 
gains and losses realized plus the 
change in unrealized appreciation or 
depreciation of the portfolio secu- 
rities. 

A number of investment compa- 
nies, and not only those operating on 
the open-end plan, have changed 
their basis of presenting financial 
statements from stating securities 
at cost (with parenthetic notation 
of market values) to stating them 
at market values at the end of each 
period. As the security markets rise 
and fall, therefore, reported finan- 
cial condition and operating state- 
ments of these investment compa- 
nies fluctuate widely and reflect the 
changes in the break-up values of 
their equity securities. 

Even prior to the market collapse 
of 1929, accountants, blue sky com- 
missions and the stock exchanges 
recognized the peculiar fiduciary na- 
ture of the newly formed invest- 
ment companies and the potential 
dangers of losses to investors from 
manipulation and mismanagement, 
if the financial facts about them 
were not fully and freely disclosed. 
The influence of all of them has 
been exerted in favor of the publi- 
cation of all essential facts in finan- 
cial statements and the scope of in- 
formation reported has been stead- 
ily amplified. 

This tendency to report in consid- 
erable detail on many financial fac- 
tors again runs generally counter to 
the British tradition. In Septem- 
ber, 1936, The Economist (Lon- 


don) stated “The essential feature 
of investment trust practice is that 
directors ask for, and receive, the 
equivalent, within wide limits, of a 
blank check from investors. In 
the long run, the real security for 
investment trust stockholders is the 
experience, acumen and good faith 
of the men in control.” 

While the latter statement is true 
in all events, it cannot be said that 
the investors in American invest- 
ment trusts are giving the manage- 
ments blank checks for any long pe- 
riods of time. Not only do the 
American trusts report periodically 
lists of portfolio securities and the 
interim changes therein, but the 
financial statements have generally 
been expanded to provide more and 
more details and are frequently sup- 
plemented with miscellaneous infor- 
mation about transactions and oper- 
ations which in earlier days would 
not have been disclosed to others 
than the management. 

The New York Stock Exchange 
recognized that the financial commu- 
nity had a possible problem in con- 
nection with this rapidly growing 
investment medium. After careful 
study, the Listing Committee of the 
Exchange in 1929 promulgated a 
set of special requirements for list- 
ing investment trust securities. The 
accounting requirements were intel- 
ligent and reasonable as to the form 
and extent of information to be re- 
ported and were generally adopted 
by managements and their auditors 
as a standard for investment com- 
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panies whether listed or not. Fur- 
ther improvements in practice and 
amplification of information have 
developed in the subsequent years 
from this generally accepted stand- 
ard. 

The Blue Sky laws and their ad- 
ministration in the various states 
have imposed varying regulations 
which have resulted in a great diver- 
sity of forms of financial statements 
submitted to state agencies. Fi- 
nally, the requirements of the 
Securities and Exchange Commis- 
sion, operating under the Securities 
Act of 1933, as amended, the 
Securities Exchange Act of 1934, 
and the Public Utility Holding Com- 
pany Act of 1935, have resulted in 
material amplifications of the 
amount of detailed information 
publicly reported by investment 
companies. 

The Securities and Exchange 
Commission not only has jurisdic- 
tion over the reports of listed com- 
panies and of companies issuing 
new securities, but the Public Util- 
ity Holding Company Act of 1935 
also required the Commission to 
make an exhaustive study of the 
functions and activities of invest- 
ment companies and to report to 
Congress the results and recom- 
mendations. While its final and 
complete report of recommenda- 
tions has not yet been presented, its 
investigations through question- 
naires and hearings have undoubt- 
edly had their effect on accounting 
by the companies. 


As a result of all these influences 
we find investment company reports 
classifying the sources of income 
and the expenses in greater detail, 
segregating earned surplus from 
paid-in and other capital surplus, 
and indicating the sources from 
which dividends have been paid. In- 
creasing recognition that gains or 
losses from sales of portfolio securi- 
ties are not of the nature of ordinary 
recurring income has led a larger 
number of companies to segregate 
these items and carry them direct to 
earned surplus or special surplus ac- 
counts. Gains from transactions in 
the company’s own stocks are segre- 
gated from ordinary operations and 
not carried to earned surplus. If any 
stock dividends are taken up as in- 
come, attention is called to the fact 
with full explanation of the basis of 
accounting used. It is now custom- 
ary also to state the basis of deter- 
mining gain or loss when there is 
sold a portion of the holdings of a 
given security which had been ac- 
quired at different dates and prices 
—whether the cost of the portion 
sold is computed (1) at the average 
cost of the whole block, or (2) on 
the assumption that the portion sold 
was from the units first acquired, or 
(3) on the basis of identifying 
specific securities with their specific 
costs. 

Finally it must be recognized that 
federal and state tax laws have had 
an active, if indirect, influence on 
the accounts of these organizations. 
Taxes on capital gains have been a 
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major factor in both federal and 
state taxation and this type of tax 
has presented a number of prob- 
lems in the accounting for invest- 
ment companies. In many cases this 
portion of the taxes is deducted 
from the realized gains reported in 
financial statements. Where unreal- 
ized appreciation and the change in 
unrealized appreciation during a pe- 
riod have been reported, it is recog- 
nized that there should be deducted 
in each case the potential tax which 
would result if the appreciation were 
realized. Such provisions for po- 
tential taxes are of course not ap- 
propriate in the case of a company 
which qualifies as a “Mutual Invest- 
ment Company” under the provi- 
sions of the recent federal revenue 
acts mentioned below. 
Furthermore, information about 
the costs for tax purposes of all secu- 
rities must be kept up to date in the 
records, because such costs may dif- 
fer substantially from the book costs 
used for general accounting pur- 
poses. Many companies have 
adopted the federal tax basis of com- 
puting costs of securities sold for 
their general accounting, although 
differences between state and fed- 
eral bases and changes in tax regu- 
lations have detracted from any ad- 
vantages found in this method. 
The Revenue Acts of 1936 and 
1938 contain a provision of great 
importance to investment compa- 
nies. Companies qualifying as “Mu- 
tual Investment Companies” under 
specific definitions in the Act are 


thereby entitled to deduct the 
amount of dividends paid by them 
as a credit against net income for 
the purpose of computing the nor- 
mal federal tax as well as the sur- 
tax on undistributed profits under 
the Revenue Act of 1936 and such 
tax as may be payable at the special 
rate of 164%4% under the 1938 Act. 
This credit is based on the principle 
that the open-end trusts were pri- 
marily media for joint investment 
of many individual funds and that, 
if they distributed practically all 
their income so that the sharehold- 
ers would be taxed individually 
thereon, it was only fair that the 
companies be relieved of taxes on 
that portion distributed. 

The definition of a “Mutual In- 
vestment Company” is restrictive 
and not only requires that 90% of 
net income (including net gains on 
sales of securities) should be dis- 
tributed to the shareholders within 
the year as taxable dividends, but 
also places limitations on the invest- 
ments and the operating methods of 
companies desiring to qualify, so 
that it has been necessary to watch 
constantly all the factors of compli- 
ance with the definition in the law. 

Records, particularly on the tax 
basis, must be maintained with espe- 
cial care and watched constantly, in- 
asmuch as an error may throw the 
corporation out of the “Mutual” cat- 
egory and impose on it a large tax 
in addition to what the stockholders 
pay as individuals. Naturally the 

(Concluded on page 75) 
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Cooperation between Bankers and 


Accountants 
By JosepH M. PucH 


The development of cooperation 
between bankers and public account- 
ants during the existence of our 
firm has been most interesting to 
watch. In the early days of our 
practice many engagements were for 
the purpose of furnishing credit in- 
formation to bankers regarding 
their borrowers. It gradually grew 
to be the custom for bankers to ask 
borrowers for financial statements 
prepared by independent account- 
ants, and borrowers who had previ- 
ously had no contact with our pro- 
fession were made cognizant of the 
advantages gained by supervision 
of their accounting records and sys- 
tems by public accountants. From 
examinations for credit purposes 
many engagements for the installa- 
tion of accounting systems devel- 
oped. The writer sometimes won- 
ders if the accounting profession as 
a whole realizes and appreciates the 
great extent to which commercial 
and investment bankers have con- 
tributed to the practice of the pro- 
fession. 

Bankers had confidence in our 
ability to state clearly the financial 
condition of their borrowers, and 
the next natural step was that we 
should be engaged by bankers to ex- 
amine their own accounts and to 


make special investigations and re- 
vise their accounting systems. It is 
believed that the first regular exam- 
ination made in the United States of 
the assets and accounts of a bank by 
public accountants was that made 
for the Board of Directors of the 
old Bank of North America in Phil- 
adelphia in 1891 by Heins, Whelen, 
Lybrand & Company, later Heins, 
Lybrand & Company, of which firm 
the founders of our firm were part- 
ners.* 

These examinations were contin- 
ued periodically by our firm from 
1906 until the merger of the Bank 
with The Pennsylvania Company 
for Insurances on Lives and Grant- 
ing Annuities in 1929. 

Examinations of banks in earlier 
years were made in the greatest se- 
crecy, it being feared that if the de- 
positors were aware of the exam- 
ination, they would be afraid some- 
thing was wrong with the bank. The 
accountants had to enter and leave 
the bank by side or back entrances 





* The Bank of North America was the 
oldest bank in the Western Hemisphere. 
Robert Morris, the financier of the Revo- 
lution, was responsible for its founding 
in 1781, two years before the treaty of 
peace was signed between England and 
the thirteen colonies. 
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and during business hours had to 
remain discreetly behind the scenes 
where they would not be seen by the 
depositors. Postings to the deposi- 
tors’ ledgers were verified in detail 
from the check and deposit scratch- 
ers, which were chronological rec- 
ords of all checks paid and deposits 
received. The verification of foot- 
ings in the scratchers and depositors’ 
ledgers afforded much experience to 
the partners and staff in that form 
of mental exercise. We were not 
permitted at that time to communi- 
cate with borrowers or depositors to 
obtain direct confirmation of the 
correctness of the accounts as shown 
by the bank’s records, excepting in 
unusual instances. 

The type of examination referred 
to above has become obsolete, due 
to the public having become edu- 
cated to the services rendered by 
public accountants and also to the 
evolution of bank bookkeeping from 
hand posted ledgers to machine 
posted ledgers and the development 
of methods of internal check and 
control. The requesting of confir- 
mation of the correctness of the bal- 
ances as shown by the records of the 
bank by correspondence with depos- 
itors and borrowers is now gener- 
ally considered to be a necessary part 
of an examination. 

It is uncommon today, even in the 
rural sections, to find a bank with- 
out mechanical equipment. Today 
instead of leaving a pass book for 
balancing at the bank at irregular 
periods, the use of bookkeeping ma- 


chines has made it feasible for state- 
ments of depositors’ accounts to be 
mailed to them at regular intervals. 
Photography has been developed to 
such an extent that many banks now 
photograph each check handled; 
prior to this improvement it was 
sometimes impossible to trace checks 
of even amounts, because of the 
number of checks of the same 
amount. Now, when the necessity 
arises, the photographic film is pro- 
jected on a screen and duplicates of 
checks made. The latest photo- 
graphic device for bankers is an au- 
tomatic teller in which the depositor 
places deposits comprised solely of 
checks and a photographic film of 
all checks and deposit tickets is auto- 
matically made to provide a perma- 
nent record. 

Accountants were called upon 
during the banking crisis of the de- 
pression to make examinations for 
clearing house associations for the 
purpose of determining the solvency 
of banks which were suffering from 
heavy withdrawals of deposits, and 
to assist in formulating methods of 
assisting such institutions as were 
deemed worthy in order to avert if 
possible the closing of the bank. 
Time being of the essence in such 
cases, all-night sessions were fairly 
common and on one occasion one of 
the members of our firm had a 
Christmas breakfast of ham and 
eggs in a Childs’ restaurant, after 
spending all the preceding night re- 
viewing report schedules, and then 
telephoned his wife to wish her the 
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compliments of the season. How- 
ever, the fact that in some instances 
our labors played a small part in 
avoiding the distress which would 
have followed the closing of the 
bank made us feel that we were 
doing some service to mankind. 

During the crisis the accountants 
had the unusual experience of see- 
ing clients also keeping late hours, 
as the members of the clearing house 
committees were somewhat akin to 
a fire brigade—twenty-four hours 
a day on the job. Some conferences 
lasted almost until daybreak and 
others started as early as seven in 
the morning. Instead of the bank- 
ers being hardboiled and exacting a 
pound of flesh for assisting their 
troubled brethren, they were human 
and often one of the first considera- 
tions was the number of depositors 
affected. 

After the memorable bank holi- 
day of 1933, when many banks were 
closed never to reopen, such prob- 
lems arose as working on plans for 
possible reorganizations, acting as 
receivers, and determining contin- 
gent liabilities arising from trust 
department matters. Communities 
were crippled because of the stop- 
page or curtailment of local banking 
facilities, and business leaders or- 
ganized committees whose object 
was to facilitate the reopening of 
closed banks in order to release part 
of the deposits. Accountants were 
called upon to prepare statements 
and plans of reorganization for pre- 





sentation to supervisory authori- 
ties in order to enable them to pass 
upon the feasibility of the plans. In 
one such instance, the local Real 
Estate Board volunteered its serv- 
ices and all its members joined in 
making appraisals of all real estate 
in which the bank was interested. 

Supervisory authorities, in con- 
sidering whether a reorganization 
plan was workable as regards the 
assets of the banking departments of 
closed banks, were sometimes han- 
dicapped by lack of sufficient exam- 
iners to investigate promptly the 
trust departments of the banks. Ac- 
countants were retained in some in- 
stances to conduct investigations of 
the trust departments to ascertain 
whether or not contingent liabilities 
existed which might affect the re- 
organization plans. 

As previously commented upon, 
during the financial crisis the ele- 
ment of time was the essential fea- 
ture of many of our banking en- 
gagements and at times completion 
of the work we had undertaken, 
within the time limit, appeared to be 
an impossible feat. It is a source 
of gratitude and pleasure to pay a 
tribute to the members of our organ- 
ization who by their cooperation and 
esprit de corps made possible the sat- 
isfactory culmination of engage- 
ments, which not only enhanced the 
reputation of the firm but were of 
value to the community at large. 

PHILADELPHIA, Pa. 
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Some Features of Life Insurance Company 


Accounts and Statements 
By A. Karu FIscHER 


The accounts of life insurance 
companies are almost entirely on a 
“cash basis” and, though all compa- 
nies follow a system of accounting 
whereunder the debit balances equal 
the credit balances in the general 
ledger, the systems are little more 
than single entry in that some of the 
assets and almost all the liabilities 
which must be set forth to present 
a balance sheet and an income ac- 
count are not recorded upon the gen- 
eral ledger. In the required “an- 
nual statements,” however, the 
insurance companies carefully set 
forth all assets and liabilities and 
their income accounts. 

“Annual statements” as at De- 
cember 31st of each year, contain- 
ing not only the balance sheet and 
income account but a great deal of 
other detailed information, must be 
filed with the insurance department 
of each state in which the company 
is licensed to operate. A uniform 
blank for filing has been adopted by 
all states of the Union, although 
some states require information in 
addition to that called for by the 
uniform blank. The printed report 
furnished policy holders annually 
contains the balance sheet taken 
from the “annual statements” but 
somewhat condensed. It is often 





accompanied by some other state- 
ment such as an insurance account, 
a statement of receipts and disburse- 
ments, or a schedule of securities 
owned. 

In any discussion of the items in 
the balance sheet there should be 
kept in mind the following general 
classifications that appear in the “‘an- 
nual statements”: “non-ledger as- 
sets”; “ledger assets”; and the two 
classifications embracing both of the 
foregoing: “admitted assets” and 
“assets not admitted.” 

The non-ledger assets and the lia- 
bilities at December 31st of each 
year are to a large extent obtained 
by listings from the respective 
groups of individual cards and rec- 
ords. The more important items 
occurring under these categories are 
(1) interest and rents receivable due 
and accrued, and deferred and un- 
collected premiums, among the 
assets, and (2) premiums paid in 
advance, unearned dividends left to 
accumulate at interest, dividends de- 
clared for the ensuing year, expenses 
unpaid, accrued taxes, and death 
claims awaiting payment, among the 
liabilities. Of late years carefully 
obtained estimates as at December 
31st have been substituted to some 
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extent for listings. In such cases 
listings are made every few years to 
make certain of the accuracy of the 
estimating methods. The estimat- 
ing of interest accrued on mortgages 
has been found to work satisfac- 
torily, as has the listing only occa- 
sionally of deferred premiums sup- 
plemented by estimates in years 
between such listings. 

Accrued interest on bonds in de- 
fault is not an admissible asset. It 
is interesting to note, on the other 
hand, that overdue rents and over- 
due interest on mortgages are ad- 
missible. Items overdue many 
months, however, should not be val- 
ued and reserves against overdue 
items are usually generous. 

One other class of non-ledger as- 
set which requires mention occurs 
in connection with ledger assets. Ad- 
mitted ledger assets are included in 
the “annual statements” at their 
market or other prescribed valua- 
tions. In such “annual statements” 
they appear in two amounts: one, 
their ledger value, and the other, 
the excess of market or amortized 
value, etc., over book value (the non- 
ledger value). In the balance sheets 
furnished policyholders the entire 
market or other appropriate value 
of each class of asset is, however, 
for convenient reading often shown 
in one amount only. 

The group of non-admitted assets 
includes assets which the insur- 
ance laws of the various states, or 
the practices of the insurance com- 
missioners, do not permit to be in- 


cluded among the assets in arriving 
at surplus of the reporting company. 
They may comprise either ledger or 
non-ledger assets, such as assets 
which are not legal investments (ad- 
vances to agents, prepaid expenses, 
furniture and fixtures, or supplies) 
and book values of admitted assets 
in excess of ledger values. These 
items, if on the books, are required 
for reconcilement of the “annual 
statements” therewith, but many 
companies give no recognition to 
non-admitted assets in their reports 
to policyholders. Except for ad- 
vances to agents, many companies 
write off non-admitted assets as 
soon as the expenditures therefor 
are made; other companies, how- 
ever, carry on the books such ac- 
counts as inventory of supplies, pre- 
paid expenses, etc., for the purpose 
of keeping a better control over 
monthly costs of conducting busi- 
ness. 

Among the admitted ledger as- 
sets, the items in regard to which 
practice is somewhat unusual are 
bonds and stocks, policy loans and 
real estate. 

Insurance companies, when per- 
mitted by law, have been required 
by the Insurance Commissioners in 
the past to carry bonds, if amply se- 
cured and not in default, at amor- 
tized values instead of at either cost 
or quoted market values. All states 
now permit life insurance compa- 
nies so to value their bonds. Stocks 
and bonds which under state laws, 
or because not amply secured or in 
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default, may not be carried at amor- 
tized values are required to be car- 
ried at “market values” prescribed 
by the National Convention of In- 
surance Commissioners; these are 
termed “convention values.” It is 
to be noted that these values are not 
always market values at December 
31st but values determined on vari- 
ous bases decided upon by the Con- 
vention. Some companies adjust 
ledger values of securities each year 
to amortized or other allowed or 
prescribed values; some do not. 

An interesting point concerning 
policy loans is that, whereas the pol- 
icyholder signs notes for cash ad- 
vances, it is seldom the practice to 
have him sign a note for interest 
which is not paid and in consequence 
added to the principal. Under the 
contracts the additions of interest 
are as good a lien as the principal 
represented by the notes themselves. 
It is important to note that, with 
proper provision in the terms of the 
policy, the company need not hold 
the policy to have a first lien as 
against any uninformed persons 
who may also have made loans 
against the policy as collateral. 

The condition of the real estate 
market and particularly the inabil- 
ity of many property owners to 
carry their mortgaged properties in 
the past few years has caused vex- 
ing problems to many financial in- 
stitutions, but more especially to in- 
surance companies which have the 
problem exaggerated because of 
having to contend with the laws and 


practices in the many states in which 
their mortgage investments have 
been made. One important point of 
difference between states is that 
there are varying periods during 
which, after foreclosure, the previ- 
ous owner has the right to redeem 
the property. During this period 
the investment is neither fish nor 
fowl. It is the general practice to 
treat such items as mortgages until 
the end of the redemption period, 
when the company gets a clear title 
to the property. It is also rather gen- 
erally the practice to charge to the 
cost of the investment the costs of 
foreclosure, taxes and fire insurance 
advanced by the company to the ex- 
piration of the redemption period. 
Some claim that interest accrued 
and unpaid prior to foreclosure 
should be included in the cost of 
property. If the cost thus deter- 
mined exceeds the value of the prop- 
erty, the asset must be reduced to the 
appraised value in the “annual state- 
ments.” There may be some aca- 
demic justification for including un- 
collected interest in cost but it is be- 
lieved that very few companies do 
so. 

In many states there are statutory 
periods after the mortgage matures, 
at the expiration of which the lien 
becomes defective or entirely ex- 
pires unless new papers or an exten- 
sion are obtained or other steps 
taken. The company employees 
must be on the alert to avoid loss 
from this source. 

A situation somewhat the reverse 
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of the foreclosed mortgage during 
the redemption period is the prop- 
erty sold by the company under a 
real estate contract. Such contracts 
take various forms in various states, 
but their general characteristics are 
that title remains with the seller un- 
til certain conditions of payment are 
met by the buyer. In some states, 
at least, even though the buyer does 
not fulfill his part of the contract, 
the seller cannot reestablish his un- 
disputed title without certain legal 
action and this requirement makes 
the contract somewhat similar to a 
mortgage. The asset is not in the 
class of property represented by a 
clear title, neither is it wholly in the 
nature of a mortgage. The “‘annual 
statements” require a segregation of 
real estate sold under contract, but 
there is seldom a segregation in the 
balance sheet furnished policyhold- 
ers. 

An interesting problem is pre- 
sented in regard to the indicated 
profit in the case of a property sold 
under a real estate contract for more 
than the book value of the property. 
There appear to be three conserva- 
tive methods which may be fol- 
lowed : the most conservative recog- 
nizes no profit until after the entire 
book value has been recovered; the 
second method recognizes no profit 
until the book value reduced by 
credit of payments thereto equals 
the amount of a mortgage loan 
which the company would be will- 


ing to make on the property; the 
third method prorates each collec- 
tion between (a) reduction of prin- 
cipal and (b) profit. 

The collection of rentals on farms 
owned by accepting a share of the 
crop presents a troublesome prac- 
tice. The problem of making a sat- 
isfactory contract in each case ap- 
pears to be simple compared with 
that of collecting the company’s just 
share. The company is dependent 
on the experience, ingenuity and the 
honesty of the representative who 
negotiates with the farmer. As for 
verifying income from such rents, 
the auditor must satisfy himself the 
best he can. 

We hear that insurance companies 
are undertaking a new activity— 
the partial financing of building op- 
erations. This may cause some ac- 
counting problems. Commitments 
for investments in mortgages have 
in the past been relatively small and 
it has not been the practice to recog- 
nize liability in respect of such com- 
mitments as they were considered to 
be in the regular course of business 
of making investments. It would 
seem that an insurance company 
could not readily withdraw from a 
commitment on a building operation. 
Hence, if such commitments amount 
to aggregate figures of large size, 
they may require mention in pub- 
lished reports. 

PHILADELPHIA, PA. 
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Some Changes in 


Stock Brokerage Business 
By H. H. DuMBRILLE 


Many changes have taken place 
in the stock brokerage business in 
the last forty years, not only in the 
method of conducting business, but 
also in the volume of trading, and 
the laws governing the trading in 
securities. 

When I joined the staff of Ly- 
brand, Ross Bros. & Montgomery 
early in the present century, the New 
York Curb Exchange conducted its 
business in the open on Broad 
Street, amid much shouting and 
noise. The representatives of the 
various firms wore hats or coats of 
distinctive color so as to be readily 
identified, and the business of trad- 
ing was carried on by means of signs 
and gestures from the traders in the 
street to clerks in windows of near- 
by buildings facing on Broad Street. 
This method of doing business was 
followed for many years in all kinds 
of weather, until the New York 
Curb Exchange erected its modern 
building on Trinity Place. 

The New York Stock Exchange 
always conducted its trading in- 
doors and is now housed in a beau- 
tiful building at Broad and Wall 
Streets. 

There have also been significant 
changes in the membership of the 
New York Stock Exchange. On 


January 1, 1900 there were 1,100 
members and 521 member firms as 
compared with 1,375 members and 
652 member firms on January 1, 
1938. These figures include out- 
of-town members and member 
firms. 

The volume of business of the 
various stock brokers has also been 
materially enlarged. Not only has 
the number of customers increased 
but a greater number of individual 
issues has been listed on the New 
York Stock Exchange and the num- 
ber of shares and par value of bonds 
traded in daily has also greatly in- 
creased, as will be seen from the 
following statistics taken from the 
New York Stock Exchange Year 
Book of 1937: 


The first day on which stock trans- 
actions totaled more than a_ million 
shares was December 15, 1886 (1,199,- 
942 shares). 


At the first of the year 1898 the indi- 
vidual issues listed comprised 390 stocks 
and 884 bonds, or a total of 1,274, while 
at the first of the year 1938 there were 
1,259 stocks and 1,376 bonds, or a total 
of 2,635. The maximum issues listed as 
reported January 1, 1931, were 1,308 
stocks and 1,607 bonds, or a total of 
2,915. 


The annual reported volume of trad- 
ing on the New York Stock Exchange 
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for the year 1900 was 139,074,651 
shares of stock and $577,763,080 par 
value of bonds. For the year 1929 the 
reported volume was _ 1,124,608,910 
shares of stock and $2,996,398,000 par 
value of bonds. Some decline in vol- 
ume of shares has taken place and for 
the year 1937 the reported volume was 
409,464,570 shares of stock and for the 
same year a reported volume of bond 
sales amounting to $2,792,531,000 par 
value of bonds. 

It is stated that on October 29, 1929, 
when total reported transactions 
amounted to more than 16,000,000 shares, 
approximately 15,000 miles of ticker 
tape was used on the stock tickers alone, 
while for the year 1929 tape used on 
stock tickers measured approximately 
5,340,000,000 feet, or more than 1,000,- 
000 miles. 

On October 23, 1907, call money 
loaned as high as 125 per cent. 


The highest price for membership was 
$625,000, paid in 1929. 


The years have also brought sig- 
nificant changes in the procedure 
and requirements of the New York 
Stock Exchange, some of which 
are: 


The establishment of the Stock Clear- 
ing Corporation for facilitating the de- 
livery and receipt of securities listed on 
New York Stock Exchange and the set- 
tlement of balances (moneys and securi- 
ties) with brokers, also for the clearance 
of loans for member firms. Under the 
present rule, which was effective Sep- 
tember 1, 1938, all transactions in stocks 
listed on the New York Stock Exchange 
are cleared and settled semi-weekly. 
Apparently, however, this procedure has 
not facilitated the work of the member 
firms as anticipated, for as the result of 
a questionnaire sent by the Exchange 
to all registered firms to determine 





their preference, the old “skip-a-day”’ set- 
tlement plan is to be reestablished on De- 
cember 1, 1938. 

The issuance twice a year of a “Ques- 
tionnaire” to member firms, response to 
which must be made by said member 
firms to show their financial condition. 
The Rules adopted by the Governing 
Committee of the New York Stock Ex- 
change call for an audit of the books, 
which audit must be coincident with the 
preparation of the answer to the ques- 
tionnaire. Regulations are prescribed 
for making such audits. It is optional 
with the member firm as to whether they 
delegate office employees or outside ac- 
countants to make the audit and pre- 
pare the response to the questionnaire, 
the only regulations being that the audit 
must be made in a manner acceptable to 
the Committee. The prepared response 
to the “Questionnaire” must be accom- 
panied by a form of attestation signed 
by each partner of the member firm, 
and by the auditors. 

Effective March 12, 1938, each regis- 
tered firm of the New York Stock Ex- 
change is required to make available for 
inspection by any of its customers, upon 
request, the information relative to its 
financial condition disclosed in the most 
recent answer to a financial question- 
naire of the Exchange. On March 25, 
1938, such registered firms were fur- 
nished with a prescribed form of con- 
densed financial statement (statement of 
Assets, Liabilities and Net Worth) on 
which they might give or send financial 
information to their customers. Such 
statement indicates the net current assets 
or working capital as well as the net 
worth of the respective firm. This 


statement does not relieve the firm from 
the obligation to make available for 
inspection by any customer the financial 
information disclosed in the most recent 
answer to a financial questionnaire of 
the Exchange. 
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Many of the member firms engage certi- 
fied public accountants to make the audits 
and prepare the responses to the ques- 
tionnaires. A large number of these en- 
gagements has been handled by our firm. 

The specification by the New York 
Stock Exchange of certain minimum 
margin requirements for the purchase 
and carrying of securities by its members 
for margin accounts. The stock broker 
may and very often does require higher 
margins. 

Various measures for strengthening 
the regulation by the New York Stock 
Exchange of its members for the public 
benefit have been recently proposed, in- 
cluding (1) an increase in the number 
of periodic financial statements or ques- 
tionnaires, (2) annual independent audits 
of firms doing a public business, (3) pro- 
hibiting margin transactions and main- 
tenance of margin accounts by member 
firms and by partners of member firms 
doing a public business, (4) establish- 
ment of a 15 to 1 ratio between a broker’s 
indebtedness and his working capital, and 
(5) establishment of a central securi- 
ties depository. 


Another vital development in the 
stock brokerage business was the 
enactment in 1934 of the Securities 
Exchange Act under which the Fed- 
eral Reserve Board issued “Regula- 
tion T” effective October 1, 1934, 
the purpose of which was to prevent 
the excessive use of credit by mem- 
bers of a registered National Securi- 
ties Exchange for the purchase or 
carrying of registered securities. 
Effective November 1, 1937, the 
Board of Governors of the Federal 
Reserve System amended Regula- 
tion T to increase the loan value 
from 45 per cent. to 60 per cent. of 





the market value of registered secu- 
rities in customers’ margin accounts, 
Regulations were also issued for the 
first time covering margin require- 
ments on short sales. 

A full discussion of Regulation T 
appeared in the November, 1934, 
issue of the L. R. B. & M. JourNat, 
and a discussion of the amendment 
was published in the November, 
1937, issue. 

All stock brokers carrying blan- 
ket bonds issued by surety compa- 
nies and designated as Standard 
Form 14 are required to have their 
accounts audited by a public ac- 
countant once during each year the 
policy is in force. Certain proce- 
dures are specified, such as mailing 
statements to customers showing 
money and security balances and re- 
questing confirmations as to the cor- 
rectness thereof, and if no reply is 
received within a reasonable time to 
forward a summary statement and 
a second request by registered mail 
with return receipt requested. In 
1934 the surety companies added a 
new clause to the effect that in addi- 
tion to the regular reconciliation of 
bank accounts as at the date of audit, 
a second reconciliation or “spot 
check” is to be made during the 
course of the audit, without prior 
notice to anyone in the employ of 
the insured. Some modifications 
have since been made and second re- 
quests to customers for confirma- 
tion of the correctness of their ac- 
counts may now be sent by ordinary 
mail and receipt obtained from the 
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post office (not from the customer ) 
by payment of one cent additional 
per letter. 

The system of accounts of stock 
brokers is different in many respects 
from the system of accounts usually 
found in a manufacturing or mer- 
cantile business. The books must 
account for both securities and cash. 
For example, the account for each 
customer records not only the money 
debits and credits but also the quan- 
tities and descriptions of the secu- 
rities bought and sold. The balances 
of both securities and of money are 
ascertained and carried forward at 
the end of each month. In addition 
to the usual agreement of the aggre- 
gate of all money debit balances with 
the aggregate of the money credit 
balances of all accounts, the aggre- 
gate of the long positions of each se- 
curity must agree with the aggre- 
gate of the contra positions (cus- 
tomarily designated as the short side 
of the security records) with respect 
to the same security. In other words, 
a perpetual inventory (for the most 
part the property of customers) is 
maintained with its location indi- 
cated. 

The nature of the accounts is such 
that many of the items which re- 
quire verification change materially 
with the resumption of each day’s 
business. It is therefore impor- 
tant that certain work be completed 
the first day of the audit, such as the 





counting of securities on hand and 
the mailing of statements requesting 
confirmation of loans, collateral de- 
posited, open transactions with 
other “Street” houses, and all other 
items which require immediate veri- 
fication in order that they may reach 
those to whom addressed before any 
subsequent transactions are re- 
corded which would render it diffi- 
cult to check the correctness of the 
open items shown by the statements. 
An examination of a large broker- 
age house requires a large staff of 
assistants who must very often 
work until a late hour in order to 
complete certain phases of the ex- 
amination before the books are re- 
quired by the client for the next 
day’s business. 

With the sudden increases in the 
volume of transactions which some- 
times occur almost over night (this 
happened in an exaggerated way in 
1929) the personnel in a stock brok- 
er’s office must at times work far 
into the night to complete recording 
the day’s business, get out the no- 
tices of purchases and sales to cus- 
tomers, prepare the clearing house 
sheets, calculate the margins, etc. 
We have been called upon on many 
occasions to supply men to assist 
with this work and also to check 
over the recorded transactions, to 
locate errors, and to balance the se- 
curity positions. 


New York, N. Y. 
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Currency Depreciation and Restrictions, 
and Other Problems of the Auditor 
in Present Day Continental Europe 


By Francis J. H. O’DEA 


Presumably the above title will 
not convey to any reader the idea 
that currency manipulation is some- 
thing new—-a product of our mod- 
ern civilization. Beggar-my-neigh- 
bor was a favorite game in the 
Treasuries long ago. Demetrius of 
Phaleros, writing in the fourth cen- 
tury B. C., complained that prices 
had quintupled since the time of 
Solon; and Roman emperors regu- 
larly depreciated their currency. 
More recently, a ruler of France 
(Philippe IV, le Bel, 1285-1314) 
earned the title of the “Forger 
King” (le roi faux monnayeur). 
And, lest we be accused of confin- 
ing examples to continental Europe, 
let us complete a selection chosen at 
random by mentioning Henry VIII 
of England, in whose reign and in 
that of his son, Edward VI, records 
were established for the English 
course. To complete the parallel 
between our barbaric ancestors and 
our present high degree of civiliza- 
tion, it may be noted that a con- 
comitant of currency manipulation 
in the past (in isolated cases) as in 
the present (in one case) was the 
decree of extreme penalties for the 
export of good money. 


But, while we may not claim origi- 
nality for our inflations, we can 
probably assert without fear of con- 
tradiction, that our modern infla- 
tions are bigger and better, and pres- 
ent deterioration in the value of 
money more rapid, than anything 
achieved by our less efficient fore- 
bears. 

These fluctuations in the relative 
value of currencies, combined with 
the greater modern economic inter- 
dependence, create new problems for 
business and therefore for the audi- 
tor, and it is proposed to set out 
here a few of these. 


Diversity of Currencies 


Working in continental Europe, 
the auditor must at all times be pre- 
pared to deal with diversity of cur- 
rencies. In times of comparative 
stability, this is a simple matter: a 
unit of one currency bears a certain 
relation to the units of other cur- 
rencies, and accounts may be settled 
by a transfer of funds from one 
country to another. 

At present, as the result of infla- 
tions, deflations, revalorizations of 
various kinds, and the restrictions 
imposed on transfer of funds, not 
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only is the relation between one cur- 
rency and another subject to wide 
fluctuation, but we find that the cur- 
rency of a single country may have 
a variety of values on the same date, 
the value in any one case depending 
upon, say, the nature of the debt to 
be satisfied, or the use to which the 
money is to be put. The best known 
example is probably the German* 
mark, where one finds a rate quoted 
for so-called “free Reichsmarks,”’ 
another rate for Register Marks and 
other rates for various kinds of 
Sperrmarks, some of the last named 
being dealt in at a rate showing as 
much as 85% discount from the quo- 
tation for the “free Reichsmarks.” 


Transfer Restrictions 


In cases where manipulation of 
the currency is accompanied by 
restrictions on the transfer of funds, 
additional questions are raised, and 
accepted principles of accounting 
must be adapted to the new condi- 
tions. Thus, receivables which 
formerly were regarded as short- 
term may have become long-term 
overnight. 


Valuation Problems 

In a country which has undergone 
a period of inflation, the valuation 
of assets purchased before, during 
and after inflation may present 





*Mr. O’Dea’s comments on German 
monetary practice are based on his first- 
hand observations, as he was in charge 
of our Berlin office from 1925 until we 
closed it in 1938.—Editor. 


anomalies. For example, one Ger- 
man subsidiary of an American cor- 
poration may have acquired real 
estate before inflation for, say, the 
equivalent of $100,000; another 
German subsidiary may have pur- 
chased, during the inflation, equally 
valuable property for the equivalent 
of one tenth of that number of dol- 
lars. In a subsequent consolidated 
dollar balance sheet, these two prop- 
erties of assumed equal worth 
would, on normal accounting prin- 
ciples, be included at widely vary- 
ing values. One can go further: a 
third property of equal value with 
the other two, might have been ac- 
quired after the introduction of cur- 
rency restriction in Germany, and 
after the devaluation of the dollar. 
Assuming that in German currency 
the price was equivalent to that paid 
for the first (pre-inflation) pur- 
chase, the cost in American dollars 
at the official exchange rates would 
be nearly double that of the first 
parcel bought. 

Here is another aspect which is 
frequently encountered: an Ameri- 
can concern has a subsidiary in a 
country which has devalued its cur- 
rency. Before devaluation, the sub- 
sidiary borrowed an appreciable 
sum in dollars from the parent com- 
pany, converted these to domestic 
currency and purchased a plant. 
The dollar loan has not been repaid 
when the domestic currency is de- 
valued. The liability in terms of 
domestic currency is, immediately 
upon devaluation, inflated propor- 
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tionately to the drop in the value of 
the domestic currency as against the 
dollar, with a consequent exchange 
loss on the books of the subsidiary. 

The plant, purchased with the 
proceeds of the dollar loan, remains 
in the accounts of the subsidiary at 
cost in domestic currency, at least at 
first. But devaluations in currency 
have usually, in continental Europe, 
been followed fairly rapidly by in- 
creases in costs, so that a time ar- 
rives when there is an argument for 
revaluing, in domestic currency, the 
plant acquired in pre-devaluation 
days. Tax legislation, in some coun- 
tries, provides for this. If the only 
plant is that acquired with the dol- 
lar loan, the revaluation of the asset 
may more or less balance the revalua- 
tion of the liability. But, if there is 
other plant, acquired with funds ob- 
tained locally by the subsidiary, the 
situation is more complicated. The 
domestic liability has not increased 
in local currency; to revalue only 
the plant which has been acquired 
with the proceeds of the dollar loan 
would probably meet with little favor 
in the eyes of local tax authorities, 
apart from the illogicality of valu- 
ing, at a re-appraisal, similar assets 
on bases distinguished by a for- 
tuitous circumstance, namely, avail- 
ability or otherwise of domestic 
funds at a time when needed for 
plant requirements. 


Revaluation Surplus 


If the whole plant be revalued on 
the basis of the increased costs, a 


book surplus may easily result 
which is only partly offset by the ex- 
change difference on the dollar loan, 
and the excess would fall into sur- 
plus, rendering the company liable 
to additional heavy taxation. In 
some countries, this tax would be 
levied even if the excess were placed 
to a reserve account and not treated 
as part of the surplus available for 
distribution ; in France, for example, 
it might be taxed as an undistributed 
reserve. 


Exchange Profits 


Or again, a German subsidiary of 
an American concern may have bor- 
rowed from an American source 
prior to currency restriction and to 
dollar devaluation, an amount of, 
say, $100,000. This would be en- 
tered in the books of the German 
company at the then equivalent of 
RM 420,000. If, after the intro- 
duction of restrictions and the de- 
valuation of the dollar, the German 
company obtained permission to re- 
pay the loan, the amount of currency 
required might be only RM 249,000. 
There would be an apparent ex- 
change profit to the German com- 
pany. Latterly, the German Gov- 
ernment decided that it is unfair for 
individuals or private concerns to 
make such exchange profits, and a 
law was introduced which confis- 
cates such profits. 

A more usual case, however, was 
that the German company would 
be permitted to make payment not 
in so-called “free Reichsmarks,” but 
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in Sperrmarks which had a market 
value very much below the official 
Reichsmark exchange rate. A con- 
dition of the granting of such per- 
mission would be, however, that the 
foreign creditor should accept such 
Sperrmarks at the full official rate 
for free Reichsmarks, and regard 
his claim as cancelled to that extent. 
In that case, the German debtor 
would have to surrender his book 
profit and the American creditor 
would receive, for the Sperrmarks 
transferred in settlement, perhaps 
20 per cent. of the original amount 
of his claim, but would have obli- 
gated himself to regard his debt as 
liquidated in full. 


Control of Foreign Transactions 


The implications of the term “‘cur- 
rency restriction” are usually much 
more extensive than the literal ac- 
ceptation of the words would appear 
to indicate. The primary object is, 
of course, to prevent immoderate 
offers for sale of the domestic cur- 
rency by those who have lost faith 
in its stability. The first step, there- 
fore, is to forbid the export of do- 
mestic currency, except for approved 
transactions. (It need not be 
stressed that “export” in this sense, 
need not necessarily involve the 
sending abroad of notes or coin.) 
The State must, therefore, institute 
a control to satisfy itself that all 
payments made abroad are in respect 
of transactions which the authorities 
consider legitimate. 

But, as original sin persists even 


in those communities from which 
it has been officially banished, it 
will not be long before attempts are 
made to evade the restriction by ex- 
porting goods or services instead of 
money, and having the customer pay 
in foreign currency outside the coun- 
try. To counter this move, the 
State requires from all exporters, 
details of their sales to foreign coun- 
tries, and follows up the receipt of 
the sales consideration. If the sales 
price is received in foreign currency 
the State insists on the surrender of 
this money to the Treasury in ex- 
change for domestic currency. 
Another eventuality is that money 
may be smuggled out of the country 
by those who, proposing to emigrate, 
wish to have some capital at their 
disposal to start a new life, and who 
may sell it at cut rates to tourists or 
others entering or re-entering the 
country. The counter-move to that 
is to prohibit the import, as well as 
the export, of domestic currency, ex- 
cept such as is acquired in the form 
of checks from institutions approved 
by the State. This embargo is nat- 
urally extended from money to 
goods, except where a license is 
given; one of the reasons which is, 
perhaps, less obvious than some 
others, being that the foreign sup- 
plier may not choose to wait until 
the domestic authorities agree to 
payment being made, but may ob- 
tain satisfaction by distraining on 
foreign assets of the debtor (such as 
exported goods or resultant receiv- 
ables in the foreigner’s country) 
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which would otherwise have been 
realized by the debtor and placed at 
the disposal of his country’s treas- 
ury. 


Security Restrictions 


Similar considerations lead to the 
ban on importing securities issued 
in the restricting country, but held 
abroad. It is manifest that the for- 
eign owner, whose opportunity of 
either utilizing the income or dis- 
posing of the capital is restricted, 
will be willing to part with his hold- 
ing at a lower price than would a 
resident in the restricting country. 
It follows that a profit could be made 
by purchasing domestic securities 
held abroad and selling them in the 
country of origin. 

From the point of view of the 
foreigner possessing assets of any 
kind in a country where such restric- 
tions operate, an important factor 
in putting a value on these assets 
will be the possibility of realizing 
the capital invested or at least utiliz- 
ing the accruing income. That is, 
can any of it be remitted to him out- 
side the country of the investment ; 
if not, can he use it inside that coun- 
try? And the latter question is 
really two: firstly, does he want to; 
secondly, will he be permitted to do 
so? 

Assuming that, owing to special 
circumstances, he can use all the 
income, he may find that this itself 
has been restricted by law, as for 
example in Germany and Italy, 
where a maximum dividend is im- 





posed. Thus, an investor who pur- 
chased stock in a German company 
on the basis of a series of 20 per cent. 
dividends might have felt inclined 
to revalue his holding on learning 
that the amount by which any divi- 
dend declared by his company ex- 
ceeded eight per cent* had to be in- 
vested by an official Trustee on the 
shareholder’s behalf for a period of 
years. The law of December 4, 
1934, which introduced this en- 
forced saving, provided that, on 
expiry of the period of saving, the 
proceeds of the securities which the 
Trustee had bought with the super- 
dividends, would be divided among 
the shareholders entitled to them in 
a manner to be fixed by the Reich 
Minister for Economics. 

On December 9, 1937, a decree 
was issued giving the method in 
which these accumulated savings 
were to be distributed to the bene- 
ficiaries. Briefly, it provided that 
the government took over from the 
Trustee for the shareholders, at the 
current quotation, the securities 
which had been acquired with the 
super-dividends. In payment for 
these securities, the government 
would supply Tax Remission Certi- 
ficates, which would be reckoned for 
this purpose at their nominal value. 
These certificates are to be accepted 
by the government at their nominal 
value, in payment of certain taxes, 





* Normal maximum 6%; but 8% 
where previous dividends 8% or more— 
as in case quoted. 








—S-— SS 


Qe tF 


al 
25, 


3% 

















Problems of the Auditor in Europe 65 





in the five years from April 1, 1941, 
to March 31, 1946; they are to be 
issued in blocks of five, one for each 
year. For the benefit of those who 
would rather have ready cash now 
than a tax reduction at a later date, 
the decree states that the certificates 
may be dealt in on any German Stock 
Exchange where, presumably, they 
will never be quoted at par; no one 
will pay a stockbroker to buy some- 
thing, the only use of which is more 
conveniently met by a personal 
check, unless, as happened in the 
latest issue of Tax Remission Cer- 
tificates, the government adds a 
premium to the face value, and ac- 
cepts the certificates at the higher 
rate. 


Clearing Arrangements 


It may also be noted that exchange 
restrictions in one country may affect 
the relations between two other 
countries neither of which is directly 
subject to such impediments. Clear- 
ing arrangements are an obvious ex- 
ample where one country may have 
agreements with a number of others 
and where none of these others may 
purchase the products of the one 
country, except from it directly. 

A less obvious case is that where 
a concern has established a subsidi- 
ary in one foreign country and later 
caused that subsidiary to create a 
subsidiary of its own in a third 
country. The country in which is 
domiciled the first subsidiary later 
decides to introduce currency restric- 
tion. The second one does not, but 


nevertheless the original parent con- 
cern may find its dealings with the 
second subsidiary restricted by the 
control of the first subsidiary over 
the second, the exercise of such con- 
trol being enforced by the authori- 
ties in the country in which the first 
subsidiary is domiciled. 

Quite a number of questions are 
raised by the mass production of 
social legislation, a result of which 
has frequently been to increase the 
costs of labor and reduce its pro- 
ductivity. For example, the selec- 
tion of a basis of inventory valua- 
tion, in such circumstances, and 
where labor costs form an appreci- 
able portion of the whole is not 
always a simple matter. Further, 
the extent to which effect should 
be given in the accounts to the obli- 
gations laid on the employer in vari- 
ous eventualities, should the em- 
ployer not be insured against these, 
is also a matter for consideration. 

Still another development to 
which consideration must be given 
is the increased measure of power 
which recent totalitarian legislation 
has conferred on the executive of 
public companies, by which the exec- 
utive is under no obligation to bow 
to the wishes of either board or 
stockholder majorities. There are, 
of course, certain restrictions pos- 
sible, but it appears that in a con- 
flict between stockholders’ and vari- 
ous other interests, the stockholder 
is the stepchild. As one authorita- 
tive commentary puts it : “The exec- 
utive must carefully weigh the de- 
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mands of the welfare of the labor 
force, as well as the general demands 
of the welfare of people and coun- 
try, against the private interests of 
the company as such, and of its 
stockholders; the former must be 
given priority, on suitable occasions 
the latter should not be ignored.” 


Diversity of Languages 

Turning to problems created by 
nature rather than by man, it is fre- 
quently assumed that one of the prin- 
cipal difficulties encountered in a 
continental European practice is the 
diversity of tongues in that territory. 
Undoubtedly, a knowledge of the 
more widely spoken languages is al- 
ways desirable and occasionally 
necessary, and in selecting staff, the 
advantage of having available men 
with a variety of second languages 
is borne in mind. But, in the case of 
the less widespread tongues, one 
usually finds that the business men 
of the countries concerned speak at 
least one of the “world languages.” 
This is particularly so in businesses 
with which the auditor representing 
foreign interests will come in con- 
tact: the Rumanian business man, 
for example, who wishes to devote 
himself to international trade, real- 
izes that it will be better for him to 
learn, say, English, rather than wait 
for his English speaking customers 
to learn Rumanian. 
Apart from this, the auditor deals, 


to a great extent, with an interna- 
tional language: figures written in 
Sofia will be understood in San 
Francisco ; a debit is the complement 
of a credit in Belgrade as in Birm- 
ingham (England or Alabama). 

It will thus be realized that mere 
differences of language are among 
the minor troubles. But, the curse 
of Babel is a much deeper thing than 
that, and more important than 
variety of tongues is divergence in 
habits of thought, calling for a 
knowledge of types and the exer- 
cise of tact greater than that nor- 
mally required when working with 
those of one’s own country. Par- 
ticularly is this the case when the 
audit is not an established institu- 
tion. For example, the suggestion 
that requests for confirmation of 
balances should be posted by one of 
the auditor’s staff rather than by a 
member of the client’s organization, 
and that the confirmations should go 
direct to the auditor and not to the 
client’s office, must, on occasion, be 
carefully framed if it is not to be 
interpreted as an insult. Examples 
might be multiplied. 

Within the limits mercifully set 
by the editor, it is impossible to do 
more than touch on one or two of 
the problems confronting the auditor 
in continental Europe, but enough 
has probably been said to show that 
monotony need be no part of his lot. 

PaRIS, FRANCE. 
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The Growth of the Accounting Profession 


in France 
By L. C. Davip 


Up to 1935, there had been no offi- 
cial recognition of an accounting 
profession in France, either from 
the point of view of a corporate body 
or from the point of view of stand- 
ard professional capacity. 

The basic law relating to Limited 
Corporations, Partnerships, etc., was 
framed in 1867. In the intervening 
years up to 1935, there had been 
some amendments, but nothing of 
startling nature. In the 1867 Act, 
mention was made of the accounts 
of a Corporation being certified by 
a “Commissaire” ; no definition how- 
ever was given as to who the 
“Commissaire” should be or what 
technical knowledge he should pos- 
sess in order to certify the accounts 
of a Corporation. In fact, the 
“Commissaires” of the majority of 
Corporations have consisted of 
clerks or friends and relatives of the 
Board of Directors possessing no 
accounting knowledge of any kind. 

As far as accounting training 
went, many schools existed in 
France and there were various bodies 
of so-called ‘““Experts-Comptables,”’ 
but here again there was no standard 
by which the capacity of these “Ex- 
perts-Comptables” could be meas- 
ured. 

In 1927, the French Government 
attempted to remedy this situation 


by the issuance of special licenses to 
“Experts-Comptables” who were 
capable of passing the examinations 
set by the State. These examina- 
tions were however of such a high 
standard that the number of success- 
ful candidates was totally inadequate 
to supply the needs of all the Limited 
Companies (Corporations) existing 
in France. In the early thirties a 
series of financial scandals broke out 
in France, with the result that a 
growing body of public opinion 
clamored for reform of the Corpo- 
ration laws. After several years of 
discussion in both the “Chambre des 
Députés” and the “Sénat’” many 
amendments were passed to the old 
1867 Corporations’ law, and in- 
cluded in these amendments was a 
tightening up of the control of Cor- 
porations by the ““Commissaires.” 

The following is a brief commen- 
tary of the amendments of the 1867 
Corporations’ law as affecting Audi- 
tors: 


August 8, 1935: 


Preferential rights given to 
existing Shareholders to partici- 
pate in new issues of shares. 


October 30, 1935: 


Regulations 
issues of bonds. 


regarding the 
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June 29, 1986: 

Regulations regarding the 
choice of persons to be placed on 
the list of accountants mentioned 
in the decree of August 8, 1935. 


June 12, 1937: 
Further regulations regarding 
the choice of persons to be placed 
on the above mentioned list. 


August 31, 1937: 


Regulations regarding voting 
rights to Shareholders. 


August 31, 1937: 

The Ordinary General Meeting 
of Shareholders to appoint one 
or more Auditors for a period of 
three years with a mandate to ex- 
amine the books of the Corpora- 
tion. This mandate consisted of 
a verification of the books, the 
cash, the portfolio of the Corpo- 
ration, the investments of the 
Corporation, to control the cor- 
rectness of inventories and bal- 
ance sheets and the correctness of 
the report made by the Board of 
Directors on the Corporation. 


August 8, 1935: 

The Auditors may examine the 
books of the Corporation any 
time of the year and may call a 
General Meeting of the Share- 
holders, if necessity arises. 


These decrees show, in general 
terms, some of the reforms carried 
out. It is interesting, however, to 


follow these up in detail and to ex- 


plain how the decrees are to func- 
tion. 

The following gives in greater de- 
tail the application of the decrees. 


Act of 1867—Paragraph 


August 8, 1935: 


The following persons may not 
be auditors of a Corporation: 


338— 


1. Relatives up to the fourth 
degree of Directors. 


2. Persons receiving in one 
form or another a re- 
muneration other than as 
Auditor from a Director 
or from the Corporation 
or from a business pos- 
sessing one tenth of the 
capital of the Corpora- 
tion, or from any busi- 
ness of which the Cor- 
poration possesses one 
tenth of the capital. 


3. Any person exercising the 
function of Director. 


4. The husband or wife of any 
of the persons mentioned 
above. 


Paragraph 33—July 30, 1937: 

No person included in the offi- 
cial list of Auditors may act as a 
Director of a Corporation and no 
Auditor may become a Director 
within five years from the expira- 
tion of his appointment as Auditor 
to any particular Corporation. 
This restriction to become a Direc- 
tor applies also to Corporations 
which are related by sharehold- 
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ing to the Corporation in ques- 
tion, as mentioned in paragraph 2 
of the preceding decree. 


Paragraph 34—August 8, 1935: 


At the end of each year of the 
Corporation, the Board of Direc- 
tors must prepare the accounts of 
the Corporation and make a re- 
port to the Shareholders on the 
Corporation. These accounts and 
report must be placed at the dis- 
position of the Auditor at least 
40 days before the Annual Gen- 
eral Meeting. The Auditor will 
then report on his examination 
and also will make a special report 
on any business carried out be- 
tween the Corporation and a Di- 
rector. A Director is required to 
disclose to his Board any trans- 
actions he may personally carry 
out with the Corporation, and 
must obtain approval of the 
Board. 


Paragraph 35—October 30, 1935: 


The accounts of the Corpora- 
tion, as presented to the Share- 
holders, must be in the same form 
as in previous years. The meth- 
ods of valuation of various items 
in the accounts must remain un- 
changed, unless the General Meet- 
ing having had regard to reasons 
set out in the Auditor’s report, 
approve of achange. The Profit 
and Loss Account must indicate 
separately each source of income. 


Paragraph 57—October 30, 1985: 
When a Corporation is formed, 





among various details to be set 
out in the registration with the 
Tribunal of Commerce, are: the 
name, profession and personal ad- 
dress of the Auditor. 


Paragraph 7—August 8, 1935: 


In the event of an increase in the 
capital of a Corporation, the 
Shareholders have preferential 
rights of Subscription, and the 
Auditors must make a separate 
report to a General Meeting, indi- 
cating whether in their opinion, 
the basis of calculation for the 
price of issue of the shares is a 
correct one. 


Paragraph 6—August 8, 1935: 


Condemnation by any Court 
for infraction of penal laws, dis- 
qualifies a person from being 
placed on the official list of Audi- 
tors. 


Decree 29—June 29, 1936: 


“This was a very important de- 
cree concerning Auditors as list- 
ing the qualifications necessary 
for admittance to the official list. 

“As has happened in other 
countries, where a sufficient num- 
ber of qualified persons did not 
exist, in order to set up a body of 
professional standing, the first 
members to be admitted on the 
official list were chosen from a 
wide group and consisted of the 
following :” 


1. Possessors of the license 
given by the State under 
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the decree of May 22, 
1927. 


Retired Civil Servants hav- 


ing had at least ten years’ 
public experience and 
who possess the neces- 
sary aptitudes to audit 
Corporations. 


3. Accountants and Financial 


Experts who have been 
attached for at least five 
years to a Court of Ap- 
peal, or a Commercial 
Court as Consultants. 


4. Persons who had at least 


ten years practical, com- 
mercial, industrial or ac- 
counting experience, pro- 
vided they have been 
members of a State Insti- 
tute of engineering, ac- 
tuarial science, finance, 
political science or com- 
merce. 


5. Persons who have in their 


own capacity acted as Ac- 
countants for ten years, 
who are taxed under the 
license tax as such; also 
those who have for ten 
years been members of a 
firm specializing in audit- 
ing on condition that in 
both cases, the person has 
held the appointment of 
an Auditor (Commis- 
saire) for at least five 
years. 


6. Persons who have been in 


charge of the accounting, 


financial or legal depart- 
ment of a Corporation 
and who are considered 
by the Examining Com- 
mission as qualified to be 
placed upon the list. 

7. Persons who have fulfilled 
two of the three func- 
tions mentioned in para- 
graphs 5 and 6 provided 
the total period in which 
they have carried out 
these functions exceeds 
fifteen years, and who 
have for at least five years 
held the appointment of 
Auditor of a Corpora- 
tion. 


In the latter part of this decree, it 
was stated that the nationals of 
countries where French nationals 
are allowed to carry out the func- 
tion of auditors, would be allowed to 
appear on the official list providing 
they fulfilled the conditions specified 
above. Under this proviso, it has 
been possible for some of the Eng- 
lish Speaking Accountants practic- 
ing in France, members of the Brit- 
ish and American Institutes, to be 
admitted on this list.* 


The decree then goes on to state 
the further regulations to be carried 
out by persons coming within the 


* Tt will interest the members of our 
organization in America to know that 
both of our partners at Paris, Messrs. 
O’Dea and David, are on the accredited 
list. 








orl SEe = 


oe 

















The Growth of the Accounting Profession in France 





71 





above mentioned categories. These 
are: 
1. A technical examination. 
Presentation of legalized 
copies of any diplomas. 
3. Birth certificate. 
4. Copy of the applicant’s police 
dossier. 


Further, the candidate has to 
satisfy the commission of his good 
standing and is interviewed by the 
judicial police. 

The candidate, when admitted, is 
placed on a list attached to a Court 
of Appeal of the District where he 
resides. 

There are many Courts of Ap- 
peal in France and each Court has its 
list, but any person appearing on one 
list may, upon application, be placed 
on another list. 

As mentioned above, a candidate 
is expected to pass an examination, 
but owing to the lack of a sufficient 
number of qualified Accountants, no 
examination was necessary for those 
accepted on the first issued list. 

A new list is prepared every year 
and a person once on the list con- 
tinues to be on the list every year, 
unless he resigns or is eliminated for 
unprofessional conduct. 

The examination covers quite a 
large amount of detail and certainly 
necessitates several years’ study. A 
rough translation of the syllabus 
shows that there are three papers on 
Accountancy covering general prin- 
ciples, application to different types 





of enterprises and application to dif- 
ferent types of legal entities. 

There are two papers on financial 
mathematics and financial theories 
and three papers on general commer- 
cial laws, penal laws relating to Cor- 
porations, and fiscal laws relating to 
Corporations. 

Finally, the decree stated that, as 
soon as this list was established, each 
group attached to a Court of Appeal, 
should form itself into a disciplinary 
body and function in the normal way 
of professional bodies, that is with 
Statutes and Governing Committees, 
with yearly subscriptions for mem- 
bers. 

There are therefore two bodies 
now in existence : 


1. An official commission permanently 
sitting, consisting of a President 
of a Court of Appeal, a Magis- 
trate of the Local Commercial 
Court, a President of the Local 
Chamber of Commerce and the 
head of the Regional State De- 
partment of Corporation Regis- 
tration. 

This commission is responsible for 
the acceptance or refusal of can- 
didates. 

2. The second body or bodies will con- 
sist of Societies of Accountants 
of each district where there is a 
Court of Appeal. 


It is very evident that later on, 
there will be only one central body of 
Accountants responsible for the dis- 
cipline of the profession and the up- 
keep of professional dignity. 

The profession is now on its way 
(Concluded on page 75) 
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A Further Anniversary 
Number 


As all the members of the L. R. 
B. & M. organization know, the 
September issue of the L. R. B.& M. 
JourRNAL was devoted to a group of 
articles by Mr. T. Edward Ross, 
which presented the history of our 
firm since its founding in 1898. The 
present issue is in the nature of a 
supplement to, or Part II of, the 


Fortieth Anniversary Number of 
our JOURNAL. 

A number of members of our firm 
have prepared brief articles in which 
they present thoughts and comments 
on varied subjects, including taxa- 
tion, accounting problems in certain 
lines of business, and other matters 
which have come particularly within 
the ken of the writers during their 
professional experience. It is be- 
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lieved that these articles to the 
JouRNAL will form a fitting contri- 
bution to the record of the recogni- 
tion of the fortieth anniversary of 
the founding of our firm. 

Because of the brevity of these 
articles, it is obvious that they are 
not intended to be complete or ex- 
haustive presentations of the sub- 
jects with which they deal. Their 
purpose is rather to point out spe- 
cial features of such subjects which 
may be of interest to the business 
man or the accountant. 


Tax Handbooks 


The new edition of Federal Tax 
Practice, prepared by Colonel Mont- 
gomery, with the collaboration of 
Messrs. Haynes, McGuire, Maga- 
than and Wynn, came from the press 
during the past month. 

The 1938-39 editions of Colonel 
Montgomery’s Federal Income Tax 
Handbook and Federal Taxes on 
Estates, Trusts and Gifts are ex- 
pected to be ready for distribution by 
the end of November. 


Changing Custom 


Another indication of how times 
have changed, and with them long 
established practice, is the considera- 
tion which is being given to a pos- 
sible revision of the rules of the 


































New York Stock Exchange in 
respect of the form in which its mem- 
bers may do business. Throughout 
the history of the Exchange its mem- 
bers have been permitted to carry 
on their business only in either indi- 
vidual or partnership form. Incor- 
poration of the business of stock ex- 
change firms was not permitted. 
Several months ago, however, 
tentative rules were submitted for 
the consideration of the board of 
governors of the Exchange which 
would modify the long established 
rule and permit member firms to in- 
corporate. Just as this issue of the 
JouRNAL is going to press, the re- 
port of a special committee which 
has been studying the subject of 
permissive incorporation was made 
public. Various criticisms of the 
proposed rules permitting incorpo- 
ration have been considered by the 
committee, and six changes in the 
proposed rules are recommended by 
the committee to meet the criticisms. 
From the discussion of the sub- 
ject which has appeared in the news- 
papers, including the attitude of the 
Securities and Exchange Commis- 
sion, it appears quite likely that in- 
corporation by its members will 
eventually be permitted by the Ex- 
change. If and when this occurs, 
another major change will have 
taken place in the customs of the 
financial world. 
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Notes 


The annual firm meeting, when 
partners and representatives of the 
staff from the various offices gather 
for two days of business and pleas- 
ure, was held at the Seaview Golf 
Club in Absecon, N. J., on October 
3d and 4th. Monday afternoon and 
evening, and Tuesday afternoon 
until almost the time of leaving for 
homebound trains, were devoted to 
sessions at which numerous practi- 
cal problems were discussed. 


Low Gross Total Both Days 
Low Gross First Day 

Low Gross Second Day 
Low Net First Day 

Low Net Second Day 


Kickers’ Handicap First Day 
Kickers’ Handicap Second Day 


In awarding the prizes, Colonel 
Montgomery named for Honorable 
Mention Messrs. Dennis and Tufel, 


The mornings of both Monday 
and Tuesday were devoted to the 
annual firm golf tournament. The 
L. R. B. & M. cup was won by Mr. 
A. J. Starr with a total low net of 
142 for the two days. The cup will 
therefore remain in the custody of 
the Cincinnati office until the next 
annual meeting. Others who made 
prize-winning records were as fol- 
lows : 


F. S. Metzler (Philadelphia) 173 
A. G. Moss (Dallas) 173 
R. S. McIver (Philadelphia) 87 
S. B. Ives (Atlanta) 83 
A. R. Jennings (New York) 71 
C. W. Schelb (Chicago) 71 
M. A. Yockey (Detroit) 70 
J. Hood, Jr. (Philadelphia) 70 
F. C. Dennis (Cincinnati) 70 


each of them having had a low net 
score of 143 for the two days. 





When Mr. Fischer reached his 
office on November 16th he met 
with a very pleasant surprise in the 
form of a Helmsmen’s Wheel 
Clock with ship’s bell strike, and a 
bouquet of thirty American Beauty 
roses, to say nothing of many con- 
gratulatory cards. November 16th 
marked the thirtieth anniversary of 
his association with the firm. 


A number of members of our 
organization participated in the an- 
nual meeting of the American Insti- 


tute of Accountants held at Cincin- 
nati, Ohio, September 26th to 29th. 
Mr. Staub spoke on “Uniformity in 
Accounting,” a subdivision of the 
general subject, “A Statement of Ac- 
counting Principles,” to the consid- 
eration of which both the morning 
and afternoon sessions of the 29th 
were devoted. Mr. Dennis, man- 
ager of our Cincinnati office, was 
Chairman of the Reception Commit- 
tee, and Mr. Warren, in addition to 
being a member of that Committee, 
acted as toastmaster at the annual 
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banquet. Messrs. Starr, Seifert and 
Schmidt, of our Cincinnati office, 
also served on the committees 
responsible for the arrangements 
which resulted in an excellent tech- 
nical program and most pleasant 
entertainment for those in attend- 
ance. 


The November issue of The 
Certified Public Accountant an- 
nounces the appointment of com- 
mittees of the American Institute of 
Accountants for the institute year. 
Members of our firm will serve on 
the committees named below: 
Mr. Ross: 
By-Laws 

Colonel Montgomery : 
Executive 
Nominations 

Mr. Staub: 

Accounting Procedure 

Cooperation with Stock Ex- 
changes 

Public Utility Accounting 

Mr. Dumbrille: 

Stock Brokerage Accounting 

Mr. Sweet: 

Cooperation with Securities 
and Exchange Commission 

Mr. Keast: 

Meetings 

Mr. Sinclair: 

Publication 
Mr. Lenhart: 
Inventories 

Mr. Taylor: 

Cooperation with Credit Men 





Influences on the Develop- 
ment of Investment Company 
Accounting 


(Continued from page 48) 


financial statements of companies 
qualifying as “Mutual Investment 
Companies” present a different pic- 
ture as to tax expense from those 
of companies not in that classifica- 
tion. 

Perusal of current financial re- 
ports of representative American in- 
vestment companies indicates gen- 
erally that they have been prepared 
with the purpose of giving security 
holders adequate and comprehen- 
sible information as to the opera- 
tions and position of the companies. 


Boston, Mass. 





TheGrowth oftheAccounting 
Profession in France 


(Continued from page 71) 


to being organized and although 
recognized accountants appearing on 
the official list must be employed 
only in the case of public corpora- 
tions, the penalties attached to the 
failure of a person carrying out 
the duties of auditor to a private cor- 
poration are such that any unquali- 
fied person will be deterred from 
doing so. 
PARIS, FRANCE. 
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